IN THIS ISSUE 


State Tariff Walls 


Federal-State Reciprocal Taxation of Income 
from Public Securities 


Trust Income—Test of Grantor’s Taxability 
The Bailey Case 
Refunds of Processing Taxes under Title VII, 
Revenue Act of 1936 


Tax-Exempt Reorganizations after the Hendler Case 


Regulatory Taxes 


SEPTEMBER ° 1939 





The only complete 


Internal Revenue Code Service 
... with all changes 


always in place --- 


CCH INTERNAL REVENUE 
CODE SERVICE 


Loose Leat——Alwavs | p-to-Date 


This new CCH Service pre- 
sents not only the full text of 
the Code—with all amendments 
in place for ready reference— 
but it also clarifies its scope and 





purpose through Congressional 
Committee Reports and de- 
tailed explanations, with 
“source notes” for each section 


to show the origin of the law. 


Detailed indexes and tables 
quickly locate all Code sections 
by subject, number or “tax 
group’ to round out its help- 
fulness. 


“Supplements”, “parts”, or 
“new editions’ are unneces- 
sary: current loose leaf reports 
continuingly bring the full text 
of all changes, ready for use 
and insertion in place. May we 
send complete details? 





COMMERCE CLEARING HOUSE,INC. 
LOOSE LEAF SERVICE DIVISION OF THE CORPORATION TRUST COMPANY 


NEw YORK 


CHICAGO 
EMPIRE STATE BLDG 


WASHINGTON 
205 W. MONROE ST 


MUNSEY BLOG 











a Contents for 
6 Bans — is pub- SEPTEMBER ws 1939 


lished to promote sound Vol. 17 No. 9 
thought in economic legal 
and accounting principles 
relating to all federal and ; 
state taxation. To this end Federal-State Reciprocal Taxation of Income from Public 
it contains signed articles Securities John P. Wenchel 507 
Soe Ge a ee State Tariff Walls......... Mabel Newcomer 509 


ing state tax legislation, in- The Bailey Case ere ae M.N. Friedland 512 
terpretations of tax laws, 


and other tax information, Regulatory Taxes .......William J. Shultz 515 

book reviews, etc. 
— — Refunds of Processing Taxes under Title VII of the Rev- 

Pa i ge sone er enue Act of 1936 Claude W. Dudley 518 


tax issues. On this basis Trust Income—Test of Grantor’s Taxability 
contributions are invited. 


} 5 
Care will be exercised in Charles S. Lowrimore 521 


checking the accuracy of Tax-Exempt Reorganizations—Status after the Hendler 
data printed, but respon- 


, Alfred Kaplan 523 
sibility is not assumed for 


the contents of the articles Digests of Articles on Taxation in Current Legal Periodicals. . 527 
or for the opinions ex- 


pressed therein. State Tax Calendar 


General: PAGE 


Editor Federal Tax Calendar 
William N. Wise 


Advisory Editor ; 
George T. Altman Talking Shop with Lewis Gluick 


Washington Editor Pending State Tax Legislation 
Lyman L. Long 


Washington Tax Talk 


; Current Books of Interest in the Field of Taxation 
Business Manager 
George J. Zahringer Interpretations 


Circulation Manager 
M. S. Hixson 


Published monthly by Commerce Clearing House, Inc., Loose Leaf Service Division 
of the Corporation Trust Company, 205 West Monroe St., Chicago 
Subscription price: $3.00 per year; single copies, 50 cents 
Entered as second-class matter January 13, 1939, at the Post Office at Chicago, Illinois, 
under the Act of March 3, 1879. Title registered U.S. Patent Office 
Copyright 1939, Commerce Clearing House, Inc. 


ee | 
——————————————S—S—S—S—s—s<———<&FT—-I—@_[_=_=_=__—_—_ Db _——_———_—— eee lee 0 OOOleo™=l=>DnDn9n9nmRnmE9@@@™T™WT™_l_e_lee 
PRINTED IN U.S.A. 





A 


incol 
secul 
tion 

has | 
of th 


Ei 
reve 
to Cc 
Thr 
poll 
am< 
Rot 
in } 
imp 
abo 
ties 


Hon. 


Samuel O. 
Clark, Jr. 


Harris & Ewing 


ASSISTANT ATTORNEY GENERAL CLARK, recently appointed to head the Tax Division 
of the Department of Justice, succeeds the Honorable James W. Morris, now Associate Justice of 
the U. S. District Court of the District of Columbia. After private practice in New York City and 
New Haven, Mr. Clark entered the government service in 1934 as Chief Attorney of the Protective 


Committee Study of the Securities and Exchange Commission. Later he was appointed Director 
of the Commission’s Reorganization Division, which was created to perform the Commission’s functions 
in corporate reorganizations under Chapter X of the Bankruptcy Act, as amended in 1938. 





TAXES 


She TAX MAGAZINE 





SEPTEMBER, 
Vol. 17 


1939 
No. 9 


Federal-State Reciprocal Taxation of 
Income from Public Securities’ 


By JOHN P. WENCHEL** 


DDRESSING Congress in his messages of 
A April 25, 1938 and January 19, 1939, the Presi- 

dent recommended legislative abolition of the 
income tax exemption of (1) future issued public 
securities, both federal and state, and (2) compensa- 
tion of all governinental employees. The latter part 
has become a fait accompli by virtue of the enactment 
of the Public Salary Tax Act of 1939. 


I. 


Editorial comments from all parts of this country 
reveal overwhelming popular approval of the proposal 
to call a halt to the issuance of tax-exempt securities. 
Three-fourths of those questioned in a recent Gallup 
poll were in favor of such a proposal.? Significant 
among the indications of popular approval is the 
Round Table study conducted by Fortune Magazine 
1 May of this year on the subject of taxation. An 
important part of the study was that relating to 
abolishing tax exemption of all governmental securi- 
ties. I quote in part as follows 


“We all believe that these tax exemptions should be dis- 
continued. Coupled with high surtaxes the present policy of 
tax exemption is a positive discouragement to risk taking 
on the part of those most able to afford it. The states and 
municipalities complain that termination of tax exemption 
would increase their cost of borrowing. But in the last 
analysis the same taxpayer foots the bills for the federal, 
state, and municipal governments. He should look with 
lavor upon a tax system that promotes rather than hinders 
deve lopment of new enterprise and employment. 

A majority of us believe that Congress should pass 
a law ‘ending the exemption of all such securities issued in 
the future, leaving to the Supreme Court the task of deciding 
whether such a statute would be valid.” ® 


Thus did the fifteen members of the Round Table 
on Taxation conclude with respect to the matter of 
tax-exempt securities. An excellent cross-section of 
American business and professional activities was 
represented in this panel consisting of manufacturers, 
“liberal” and “conservative,” a farmer, an accountant, 
a labor union official, bankers, lawyers, professors of 
economics, and a former Chief of Staff of the Joint 
Committee on Internal Revenue Taxation. 


Intergovernmental immunity has been denounced 
lor decades as being a means for granting unjustified 


Pe Address before the American Bar Association, San Francisco, 
July 11, 1939. 


** Chief Counsel, Bureau of Internal Revenue. 

‘Public, No. 32, 76th Congress, approved April 12, 1939. 
* Washington Post, Feb. 8, 1939, p. 2. 

*Fortune Magazine, May, 1939, p. 116. 
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“Even a cursory analysis 
reveals that the props 
heretofore supporting 
tax immunity of public 
securities have disap- 
peared. The basic pos- 
tulate of the Pollock 
case, the main fortress 
of those in defense of 
the immunity doctrine, 
has been discredited. 





subsidies to private persons.‘ 
of the Treasury Department, 
recently written: 


“No benefits are derived by the federal government from 
the issuance of tax-exempt securities by state and local gov- 
ernments, and very little benefit is derived from the issuance 
of its own securities exempt from the federal surtax. No 
benefits are derived by state and local governments from 
the issuance of tax-exempt securities by the federal gov- 
ernment, and very little benefit is derived from the exemp- 
tion of their own securities from the federal income tax. 

“As a matter of fact, because of the progressive rate scale, 
immunity from income tax of government securities has cre- 
ated a serious revenue as well as social problem. In these 
circumstances, it is difficult to realize that the notion of some 
substantial benefit from the existence of a reservoir of tax- 
exempt securities still persists in some usually informed 
quarters. The persistence of such a false notion is a menace 
to the soundness and success of the progressive income tax. 
It is clear that graduated income taxes cannot be fully 
effective while the holders of billions of dollars of securities 
are permitted to receive millions of dollars in interest as 
tax-free income.® 


The General Counsel 
E. H. Foley, Jr., has 


* * * 
“The constantly growing mass of tax-exempts is seriously 
endangering the system of the progressive income tax and 


4See Hearings before Subcommittee of Senate Judiciary Com- 
mittee on S. J. Res. 5 and S. J. Res. 154, 75th Congress (1937). 


5 E. H. Foley, Jr., ‘‘Twenty-five Years of Tax Exemption Priv- 
ileges,’’ Fordham Alumni Magazine, March, 1939, p. 35. 
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the principle of ‘from each according to his ability to pay.’ 
The repeated replenishment of this vast reservoir of tax- 
exempt securities is turning our tax ladder upside down. 
The result is that between this process and the incidence of 
indirect taxes, the man of modest income is carrying a dis- 
proportionate part of the tax burden, and the most wealthy 
edging up the rungs toa position of tax ease. 

“This inequality of taxation is socially unjust. It is unfair 
discrimination, It is a private subsidy which will ultimately 
create social unrest. And it will inevitably be condemned by 
all who give time and thought to the absurdity of its exist- 
ence in a democratic nation.” ° 

Official approval of the justice of the President’s 
proposal with respect to tax-exempt securities has not 
been wanting. His three immediate precedessors ad- 
vocated the removal of tax exemption from public 
securities as have five Secretaries of the Treasury. 
Such a proposal, therefore, favored by so many, ir- 
respective of political stamp or economic viewpoint, 
deserves a most prominent place in any intelligent 
program of tax revision. No longer is there need for 
academic discussion on the evils of tax exemption 
—what is urgently needed is effective legislative ac- 
tion. 


Those opposed to a legislative abolition of income 
tax exemption of interest from governmental securi- 
ties are not united in their grounds of opposition. 
Some raise the traditional cry of “unconstitutional- 
ity,” insisting that nothing short of a constitutional 
amendment is necessary. Others, apparently skepti- 
cal of the genuineness of the contention of unconsti- 
tutionality, stress the difficulties (that would be 
occasioned by increased cost of financing) which the 
states and municipalities allegedly would experience 
in issuing new obligations for public works. Still 
others, who pride themselves on their clairvoyance, 
see in the enactment of such legislation the beginning 
of the end of our American system of government, 
with the independence of state governments disap- 
pearing under the fiscal control of the federal govern- 
ment. And in the background, letting others do their 
special pleading, are those whose personal tax inter 
ests would be seriously jeopardized by a discontinu- 
ance of the status quo of special privilege. 


7. ATTEMPT to attach to a legislative proposal 
significant consequences far beyond its import is not 
original with some of the opponents of the President’s 
recommendations. The mild income tax law of 1894 
was denounced by Joseph Choate, arguing before 
the Supreme Court in the famous Pollock case, as 
“communistic in its purposes and tendencies.’””? In 
our own day we have heard another great advocate 
denounce before the Supreme Court the Agricultural 
Adjustment Act of 1933 as a vicious piece of regi- 
mentation striking at the vitals of the American way 
and form of government.* But in Mulford v. Smith, 
(1939) 59 S. Ct. 648, the Agricultural Adjustment Act 
of 1938 was held to be constitutional. 


Unwarranted appeals to fear may well serve imme- 
diate personal ends but they hinder if not prevent 
the scientific solution of a serious matter involving 
justice in taxation and national fiscal policy as is 
involved in the President’s proposal. 





® Ibid, p. 50. 
7 (1894) 157 U. S. 429, 532. 
8’ United States v. Butler, (1936) 297 U. S. 1. 
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In the hearings a few months ago before the Special 
Senate Committee on Taxation of Governmental Se- 
curities and Salaries, of which Senator Prentiss M. 
Brown of Michigan is the Chairman, and in the recent 
hearings before the Ways and Means Committee, 
considerable testimony was given by various wit- 
nesses on the probable additional cost of public bor- 
rowing resulting from the abolition of tax-exempt 
securities. The Treasury Department pointed out 
that the difference in yield due to complete tax ex- 
emption ranges from zero, or nearly so, in the case 
of the shortest maturities up to between .25 and 5 
of one percent in the case of the longest maturities, 
Witnesses appearing in opposition to the President’s 
proposal contended that in the case of fully exempt 
securities the interest rate would have to be increased 
.6 of one percent when tax exemption is removed. 
Under Secretary Hanes also estimated that the yield 
differential of the long-term federal securities exempt 
only from normal tax, compared with fully taxable 


securities of equal quality, is only from .05 to .15 of 
one percent. 


It would be somewhat presumptuous for me to 
attempt now even the shortest resumé of the sta- 
tistical material prepared and presented to the Senate 
and House Committees in support of these various 
contentions. Candor on the part of the Treasury 
Department in pointing out what in its opinion would 
be the probable effects of removing tax exemption 
from future issued securities has been exploited as 


being an indication of the weakness of the President’s 
proposal. 


Assuming, but without in any way conceding, that 
in the case of now fully exempt securities abolition 
of tax exemption would result in an increased cost 
of borrowing to the extent of .6 of one percent, rather 
than .25 or .5 of one percent, it is, nevertheless, true 
that because the full effect of the removal of tax 
exemption will not be felt for at least two generations 
(due to the volume of nearly sixty-four billion dollars 
in outstanding issues) such increased cost of bor- 
rowing will likewise not be felt the moment legisla- 
tion is enacted but rather will be spread out over 
a period of many years. Furthermore, the market 
will during the course of those years tend to adjust 
itself so that eventually public and private securities 
will be bought and sold without special handicaps or 
privileges suffered or enjoyed by either. In any event, 
even an increased cost of .6 of one percent does not 
mean that public borrowing will cease or that states 
and municipalities will thereby be destroyed as polit- 
ical entities. This latter proposition has really heen 
seriously advanced.® 


I. 


—— some of the opponents of the President’s pro- 
posal insist that increased cost of operations, result- 
ing from abolition of tax exemption, constitutes a 
violation of the “immunity” doctrine, it behooves us to 
re-examine the genesis and development of that doc 
trine. 


(Continued on page 551) 





® David M. Wood, ‘‘Taxation of Tax-Exempt Securities,’’ A. B. A. 
Journal, Vol. XXV, No. 3, p. 204 (March, 1939). 
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STATE TARIFF WALLS 


By MABEL NEWCOMER* 


HE American tourist 
"| returning from abroad 

has long been irked by 
the process of “going through 
the customs.” This is one 
of the accepted irritations of 
foreign travel. But the Amer- 
ican Who motors across his 
native land has taken it for 
granted that he may pass 
from one state to another 
without ceremony,—without 
even taking his foot off the 
accelerator. Consequently, it 
has come as something of a 
shock to the interstate motor- 
ist to be halted at state lines. 
Has he any cigarettes or 
liquor? Yes, why not? Is 
there any law against it? No, 
but there is a tax. The car 
is searched. 

States may not, of course, 
tax interstate commerce. This 
is the long accepted judicial 
interpretation of the com- 
merce clause. And the wis- 
dom of this constitutional 
provision has seldom been 
challenged. James G. Blaine 
wrote, in Twenty Years in 
Congress, “The trade policy 
of the United States at the 
foundation of the government r, 
had features of enlightened r i 
liberality which were un- 
known in any other country 
of the world. Trade 
was left absolutely free between all the States of the 
Union. Fifty -five millions of American people 
(in 1884), over an area nearly as large as the entire con- 
tinent of Stel carry on their exchanges . . . without 
the exactions of the tax-gatherer, without the detention 
of the custom house, without even the recognition of 
state lines.” Forty years later, André Siegfried, re- 
ferring to this wide area of free trade, wrote, in 
America Comes of Age, “This is her chief advantage 
and in fact is the only way in which modern indus- 
try can realize its maximum achievement.” Other 
writers have similarly emphasized the importance of 
unrestricted internal trade to our industrial progress. 
Certainly the giant corporation and mass production that 
characterize our industry today would never have de- 
vel ped in a country hampered by local trade barriers. 


‘ ~ * Bibliographical note: The basic studies of the problem of in- 
terstate trade barriers are F. E. Melder, ‘‘State and Local Barriers 
to Interstaté Commerce in the United States.’’ University of 
Maine Studies, 1937; and Barriers to Internal Trade in Farm Prod- 
ucts, A Special Report to the Secretary of Agriculture, March, 





“Some states already have the equivalent of 
custom houses on their interstate highways in 
the form of ports of entry, but they are not 
employing them to enforce the use tax. 
port of entry is largely for the control of inter- 
state motor vehicle traffic.” 





Mabel Newcomer 
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The desirability of free 
trade among the states was 
impressed upon the authors 
of the constitution by the 
chaotic conditions that fol- 
lowed the revolution. State 
tariff walls arose. Tonnage 
duties were levied on the 
vessels of “foreign” states. 
And these and the retaliatory 
measures they evoked ob- 
structed interstate commerce 
and threatened the union. 

In recent years we have 
witnessed the unhappy re- 
sults of restricting trade 
within narrow geographic 
boundaries in other countries. 
The peace treaty carved Eur- 
ope into distressingly small 
political units, for political 
ends, disregarding the eco- 
nomic balances that had 
been achieved in the compar- 
atively peaceful pre-war years. 
And the frightened and pov- 
erty-stricken peoples attempt- 
ed to attain new economic 
balances by severe trade re- 
strictions. Tried, and failed, 
while we looked on and 
counted the blessings of 
wide area of free trade. 

Unfortunately it has not 
been clearly recognized that 
what is sauce for the goose is 
sauce for the gander. Blaine 
concluded his discussion of 
the virtues of unhampered internal commerce with: “It 
is the enjoyment of free-trade and protection at the same 
time which has contributed to the unexampled devel- 
opment and marvelous prosperity of the United 
States.” The federal government, while denying to 
the states the right to‘regulate commerce with other 
states, has set them, and the whole world, an ex- 
ample of protective tariffs that has rarely been par- 
alleled in history. It is hardly surprising, then, that 
as pressure for protection has increased, the states 
have sought to recapture the control over interstate 
commerce that they surrendered to the federal gov- 
ernment at its inception. 

This pressure derives from two sources. Business, 
deprived of the natural protection of the local market 
afforded in earlier years by difficulties of transporta- 


The 


1939. Other material has been published by the National Highway 
Users Conference and the Council of State Governments. The move- 
ment is so recent, however, that it has been necessary to depend 
on correspondence with state officials for much of the information. 

** Professor of Economics, Vassar College, Poughkeepsie, N. Y, 







































































































































































































































































































































































































































































































































































































































































































































































510 TAXES— 







tion, has demanded state intervention. And the state 


itself, needing increased revenues, and finding the tax 
base slipping from it (because of improved communi- 
cations and the heavier tax burden), has sought to 
protect its revenues by raising legal barriers where 
geographical barriers formerly served. Consequently, 
while still rendering lip-service to the doctrine of free 
internal trade, we have placed serious obstacles in its 
way. Policies are changing, without benefit of popu- 
lar approval and almost without the notice of the 
general public. 


Interstate v. Domestic Transaction 


The states have been aided in establishing these 
barriers by court decisions and federal legislation. 
The intricacies of judicial interpretation cannot be 
considered here, but it should be noted that judicial 
support of the doctrine that “interstate commerce 
must pay its way” has in some instances provided an 
opening for additional burdens on interstate com- 
merce. It is practically impossible, with the present 
diversity of state regulations, to put interstate busi- 
ness transactions on an equality with domestic trans- 
actions. ‘Taxing the interstate transaction equally 
with the domestic transaction in each of two states 
may lead to double taxation. And protecting the in- 
terstate transaction from double taxation may result 
in complete exemption. 

Further, the Congress has made a number of con- 
cessions in permitting the states to regulate imports 
and exports of specific commodities. Intoxicating 
liquors, margarine, plants suspected of carrying dis- 
ease, and other commodities have been withdrawn, 
from time to time, from the protection of the inter- 
state commerce clause. The clear purpose of most 
of these concessions has been to assist the states in 
enforcing health measures and other acceptable state 
policies; but some states have used them to protect 
the home market. The use of the alfalfa quarantine 
has sometimes depended on the quantity of the local 
hay crop rather than on the ravages of the alfalfa 
weevil. And the Florida citrus quarantine is lifted 
during the seasons when the Florida orchards are not 
bearing. Out-of-state milk is excluded from some 
states under sanitary regulations. 

Even the labor market is protected. 
laborers seeking employment are often hastened 
through a state. But California and Florida, handi- 
capped both by favorable climates and by their posi- 
tion at the edge of the continent, have organized 
patrols to turn potential relief cases back at the 
border. Such action has not even the pretense of 


legal sanction, but the individuals concerned are not 
in a position to challenge it. 


Transient 


Margarine Taxes 


Margarine has long been subject to discriminatory 
state legislation. States first prohibited the coloring 
of margarine to resemble butter. When this failed 
to deter frugal housewives from using it some states 
required that it be colored pink! Only after the latter 
laws were invalidated by court decision did the states 
turn to excise taxes. Today half the states are levy- 
ing excises on margarine ranging from five to fifteen 
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cents a pound, and some states 


impose license taxes 
in addition. 


The objective of these taxes, protection of an im 
portant state industry, is apparent. The public wel- 
fare is not promoted. On the contrary, the taxation 
of a cheap and acceptable substitute for butter prob- 
ably imposes a genuine hardship on the small-income 
classes. Dairy states have endeavored to protect the 
dairy industry at the expense of the less important 
margarine industry. Wisconsin, for instance, im- 
posed a fifteen-cent excise and a heavy license to 
check the decline in butter production. The result 
has been that a substantial margarine industry has 
disappeared completely; and butter production has 
continued to decline. 

Many southern states have limited their tax to 
margarine made from foreiga fats and oils. They, too, 
are protecting an important state industry while pro- 
testing against the protective measures of the ag 
states. One southern state senator writes: “We do 
not attempt to place a barrier upon the products of 
other states as some states do when they tax products 
made of cottonseed oil that would offer competition 
to their dairy products. We levy a tax only on prod- 
ucts made from oil imported from abroad.” Has it 
occurred to the senator or his colleagues that they 
are usurping a federal prerogative? Certainly na 
tional tariffs have seldom been more effective. The 
consumption of cocoanut oil for margarine was cut 
in half between 1930 and 1938, whereas the consumption 
of cottonseed oil for this purpose increased sixfold. 

The extent of the protection afforded by these 
taxes is even clearer when the yield of the margarine 
excises is considered. Only the three states with five- 
cent taxes obtain any appreciable revenue from this 
source. Some of the higher taxes produce no revenue 
at all. Margarine can compete with butter only if it 
has a substantial price differential. The ten-cent and 
fifteen-cent taxes take away all the advantage. ‘The 
success of this state tariff has rarely been paralleled 
in the history of federal protection. 


Alcoholic Beverages 


Alcoholic beverages are subject to similar discrim- 
inatory taxes. The Twenty-first Amendment to the 
Constitution states that “the transportation or impor- 
tation into any State for delivery or use therein 
of intoxicating liquors, in violation of the laws thereof, 
is hereby prohibited.” This does not merely protect 
the dry state in enforcing its prohibition policy. It 
leaves the door wide open for a wet state to protect 
its domestic liquor industry. Some states, in conse 
quence, have levied higher taxes on out-of-state prod- 
ucts than on local products. And other states have 
levied retaliatory taxes on liquor from states with 
higher, or discriminatory, taxes. More than half the 


states have some form of liquor taxation that favors 
the local producer. 


Discriminatory laws have at times been followed by 
search and arrest along state borders. Such border 
feuds have occurred between New York and Con- 
necticut, and between Michigan and its neighbors. 
Michigan and Missouri went so far, in 1937, as to 
exclude altogether the beer from states that discrim- 
inated against their heer. Indiana retaliated by plac 
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ing an embargo on all Michigan liquor. Both the 
Michigan and Missouri embargoes were upheld by 
Supreme Court decision. 

A bill introduced in the Ohio state legislature last 
spring, providing for a discriminatory tax on foreign 
wine, called forth a protest from Secretary Hull. 
Such a discriminatory tax, he declared, might well 
be regarded by the French government as impairing 
the concessions obtained by France under their trade 
agreement with us, and might endanger the federal 
government’s foreign trade policy. This bill, like the 
margarine taxes in the southern states, went 
beyond interference with interstate trade, and 
it became a menace to international trade. 


Corporations 


Other forms of discriminatory taxes of 
longer standing are to be found among the 
corporation taxes. Insurance companies are 
subject to discriminatory taxes in the ma- 
jority of states; and in a few states the 
entrance tax imposed on all foreign corpo- 
rations is higher than the domestic corpora- 
tion organization tax. Such taxes are not 
necessarily a burden on interstate commerce, 
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sales and use taxes and the use tax made no allow- 
ance for sales taxes paid elsewhere. Only those goods 
purchased by non-residents and then taken by them 
to their own state can be subjected to both a sales 
and a use tax. Moreover, the difficulty of administer- 
ing the use tax offers some protection. Automobiles 
purchased in other states can be reached when they 
are licensed. But the ordinary commodity is not so 
easily discovered. The use tax has not been a large 
revenue producer. To what extent it has protected 
the home market cannot be determined. 











«“ 
( ke commerce clause has not outlived its 


usefulness. Court interpretations may open the way to evasion 
of its fundamental intent, but the artificial nature of state trade 
barriers is clear. We have developed a national economy in 
the course of one hundred and fifty years, and whatever its 
limitations, it has unquestioned elements of strength that will 


break through the narrower state restrictions and endure.” 





but they tend to impede the free flow of 
trade across state lines. 

In addition to these intentionally protective tariffs, 
there is a substantial amount of accidental discrim- 
ination against the foreign corporation. Such dis- 
crimination may arise from differences in the allocation 
formulas used in the corporation income taxes of 
different states for the apportionment of income from 
interstate transactions. And it may occur in the levy 
of use taxes. 


Use Taxes 


The use tax is the complement of the sales tax, and 
has followed hard on its heels. The states may not 
tax purchases made by their residents in other states, 
but they may tax the privilege of using such pur- 
chases. It comes to much the same thing. Most of 
the sales-tax states now have use taxes, and the new 
device has received the highest judicial sanction. 

The object of these taxes is not to discriminate 
against the out-of-state purchase, but to prevent the 
out-of-state merchant from undercutting the resident 
merchant because the latter’s sales are subject to sales 
taxes. A resident of Ohio, for example, buying a car 
in New York, would pay the same three per cent tax 
on his purchase that he would pay if he bought it at 
home. But varying state laws may result in discrim- 
ination. If the resident of Ohio goes to Michigan for 
his car he must pay both the three per cent Michigan 
tax and the three per cent Ohio tax. Moreover, the 
latter is levied on the original purchase price plus 
the Michigan sales tax. About half the states avoid 
such pyramiding of taxes by permitting the deduc- 
tion of sales taxes paid in the state of purchase from 
the use tax. The other half, however, make no such 
allowance. 

The danger that use taxes may develop into protec- 
tive tariffs has probably been exaggerated. Compara- 
tively few transactions would be subject to both a 
sales and a use tax, even if all the states had both 





effective administration of the use tax would prob 
ably require the setting up of customhouses on all 
interstate highways and railroads. Some states 
already have the equivalent of customhouses on their 
interstate highways, in the form of ports of entry, 
but they are not employing them to enforce the use 
tax. The port of entry is largely for the control of 
interstate motor vehicle traffic. 


Motor Vehicle Transportation 


The motor vehicle, which has been largely responsi- 
ble for the growth of interstate rivalry, has become 
the principal target of the new trade restrictions. 
High and widely varying gasoline taxes stimulated 
bootlegging, and some states, to protect their reve- 
nues, instituted border patrols. The Ohio-Pennsylvania 
border patrol has been one of the most effective of 
these. Other measures followed. Kansas introduced 
ports of entry in 1933, to prevent gasoline bootleg- 
ging ; and these incipient customhouses spread rapidly 
to other states. Today some three hundred ports of 
entry or their equivalent are distributed through 
twelve western states. 

These ports have been established on the interstate 
highways with the heaviest traffic. Their functions 
are various. Checking for gasoline tax evasion is 
usual. In some states the amount of gasoline that 
may be brought across the border in a car’s tank is 
limited and a state tax is levied on the excess. Private 
passenger cars may be stopped and searched, not only 
for excess gasoline, but also for cigarettes and beer 
if special taxes are levied on these commodities. 
But private passenger cars are subjected to only 
minor annoyances and few charges. It is the trucks 
and buses that are the chief concern of the ports of entry. 
Interference with interstate carriers is not limited to 

(Continued on page 532) 






























































































































































































































































































































































































































































































































































































































































































P [. CASE of Bertha M. Bailey and W. C. Bailey, 
Jr., Exrs., of the Estate of Walter C. Bailey, De- 
ceased v. The United States, decided by the Court 

of Claims of the United States on May 29, 1939," is of 

more than ordinary importance. 


This decision is at variance with those of at least two 
Circuit Courts of Appeals and the United States 
Board of Tax Appeals, on the subject in question. It 
expressly distinguishes a few of the vital United States 
Supreme Court decisions, where the subject in ques- 
tion, the interpretation and application of Section 
302(g¢) of the Revenue Act of 1926, was involved 
directly or indirectly. Finally, and by implication, 
it nullifies the provisions of the Gift Tax Act and the 
respective Articles of Regulations, insofar as life in- 
surance policies are concerned. 


While on different occasions the Commissioner has 
questioned the nature of certain irrevocable assign- 
ments, for the past few years he has considered the 
proceeds of absolutely assigned policies, and those 
where beneficiaries have been irrevocably designated, 
as no part of an insured’s estate. And as a result of 
such consideration, numerous life insurance policies 
have either been absolutely assigned or the beneficia- 
ries irrevocably designated. This decision, as well 
as the attitude of the Commissioner and the nature of 
his argument, places a question mark in front of such 
policies. 

Of course, the past is of great importance, but the 
present as well as the future are of still greater sig- 
nificance. The United States Supreme Court, in all 
probability, will grant a writ of certiorari in this case, 
not only because of its importance but especially by 
virtue of the difference of opinions between the Court 
of Claims and the various Circuit Courts of Appeals. 


The Bailey Case 


The facts in this case are very simple. Between 
March 10, 1925, and January 2, 1929, the decedent had 
obtained, on his own life, six life insurance policies in 
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the total sum of $164,000. On July 12, 1932, he had 
assigned them absolutely to his wife, who became the 
primary beneficiary. The decedent’s son became the 
absolute secondary beneficiary, in the event the wife 
pre-deceased the insured or died after his demise, 
without receiving all the proceeds of said policies. 
There are provisions for the survivors of the wife and 
son (not the insured), followed by the statement that 
“after the death of the survivor of said wife and said 
son, the insured shall be the life owner.” 


The Commissioner did not question the nature of 
such assignment, the fact that there is “a possibility 
of reverter,” remote as it is, nor that such assignment 
was made “in contemplation of death,” but maintained 
that under Section 302(g) of the 1926 Revenue Act, 
it does not make a particle of difference whether life 
insurance policies are absolutely assigned, benefici- 
aries irrevocably designated, or whether the insured 
retains all the incidents of ownership, at date of his 
demise. The Commissioner contended that proceeds 
of all life insurance policies are subject to the estate tax 
(less $40,000, if the beneficiaries are designated) under 
said section. 


The Court of Claims sustained the Commissioner 
and delivered an extensive, very learned, but ex- 
tremely erroneous opinion, which bears a tremendous 
similarity to the Commissioner’s contention, and 
shows a perfect “meeting of minds,” on the subject 
in question. 


The Commissioner (to whom this matter was re- 
ferred for a hearing by the Court of Claims) reported 
to the Court, that no gift tax return had been made and 
no gift tax paid. This statement was made probally 
in view of the fact that the Gift Tax Act was passed 
on June 6, 1932, while the assignment of said policies 
was made July 12, 1932, hence, subject thereto. How- 
ever, the Commissioner of Internal Revenue, in his 
argument and brief, totally disregarded this very im- 
portant phase of the problem, the taxpayer’s counsel 
did not mention it (reason apparent, although ques 
tionable), and no reference to same could be found 
in the Court’s opinion. 
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The Bingham Case 


The Court’s attention was called to the case of 
Bingham et al. v. United States, (296 U. S. 211). The 
facts in this case are as follows: 


The insured died in 1921. The policies (there in 
question) were obtained by him upon his own life, 
long before the Revenue Act of 1918 came into ex- 
istence. The insured paid the premiums up to date of 
his demise. 


The respective beneficiaries in said policies were 
irrevocably designated before said Act was passed, and 
a reversionary provision was made, in the event of 
predecease of the respective beneficiaries, whereby 
the benefits of same would revert to the insured. 


The Court of Claims pays particular attention to 
that case and “distinguishes” same by saying: 

“.. , that case involved insurance policies with respect of 
which the assignment by the decedent was made and the 
interest of the beneficiaries had vested prior to the enactment 
of the Revenue Act of 1918, which was the first act imposing 
an estate tax upon such insurance proceeds.” 

The Court then proceeds by stating that the deci- 
sion in the Bingham case was based upon that in 
Lewellyn v. Frick (268 U. S. 238), in which the Su- 
preme Court construed the statute in question “as 
referring only to transactions taking place after it was 
passed,” thus denying its retroactive application. The 
Court further proceeds to refer to the Bingham case 
and states as follows: 

“The Court then discussed the cases of Helvering v. St. 
Louis Union Trust Co., 296 U. S. 39, and Becker v. St. Louis 
Union Trust Co., 296 U. S. 48, and in this connection said, at 
page 219: , 

“*. . Those principles establish [the fact] that the title 
and possession of the beneficiary were fixed by the terms of 
the policies and assignments thereof, beyond the power of 
the insured to affect, many years before the act here in ques- 
tion was passed. No interest passed to the beneficiary as the 
result of the death of the insured. His death merely put an 
end to the possibility that the predecease of his wife would 
give a different direction to the payment of the policies.’ 

_ “Tt thus appears that the Supreme Court emphasized the 
fact that the policies there involved were issued and the 
assignments made prior to the taxing act and that it did not 
construe the act as applying to interests vested prior to its 
passage.” 

_ The general impression the last paragraph conveys 
is that the Bingham decision entirely depends upon the 
Frick case and nothing else. If that is correct, pray, 
what reason is there for the learned opinion in the 
Bingham case? In such an event, the opinion usually 
would cover about two or three lines of printed matter 
to the effect that such decision is “based upon the 
authority” of the Frick case. If the Court of Claims’ 
opinion is correct then what necessity was there for 
the U. S. Supreme Court to call, so prominently into 
being, the principles laid down by the two heretofore 
mentioned Union Trust Co., cases, cases which do not 
mvolve a single life insurance policy? In addition there- 
to, the line of demarcation is clearly drawn. Based 
upon the Frick case principles, all the Justices are in 
agreement, while based upon the two Union Trust 
Co., cases, only six Justices concur — Justices Stone, 
Brandeis and Cardozo dissenting. A clear oversight 
on the part of the Court of Claims. 

To better understand the various decisions, not 
only the respective Acts in question should be taken 
into consideration, but the facts of the respective cases 
should be studied and an analysis of them made. 
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The Frick Case 


In the case of Lewellyn v. Frick, (268 U. S. 238) 
the insured died on December 2, 1919. However, the 
life insurance policies in question were taken out by 
him long before the Revenue Act of 1918 came into 
existence. 


There was a total of eleven policies, and the pro- 
ceeds amounted to $474,629.52. The beneficiary under 
four of the policies was the wife, and under seven, 
the daughter of the insured. Premiums were paid by 
the insured, up to date of his demise. 


The U. S. Supreme Court opinion, in that case, 
called attention to one policy, in the sum of $114,000 
which became a paid-up policy. The decedent’s wife 
was the beneficiary, and the insured seemingly parted 
with all the “incidents of ownership” of same, long 
before his demise. 


Another policy, in the sum of $50,000, bears resem- 
blance to the first one. The remaining nine policies 
seemingly were either assigned, or the respective bene- 
ficiaries designated without the insured parting with 
any “incidents of ownership” of said policies. 


The Court’s opinion, in that case, was written by 
Mr. Justice Holmes, and in it, mo distinction was made 
between policies where the insured parted with all 
“incidents of ownership,” and those where he retained 
the “incidents of ownership” of same until his de- 
mise. The mere fact that said policies were obtained 
by the insured long before the enactment of section 
402(f) of the 1918 Revenue Act (identical with section 
302(g) of the 1926 and present Acts), made the Act 
inapplicable to the proceeds of said policies. 


The Chase National Bank Case 


The Frick case was followed by that of Chase Na- 
tional Bank et al. v. United States (278 U. S. 327), one 
of great importance, arising under the Revenue Act 
of 1921 (identical with the 1918 Act). 


In the Chase National Bank case, all the policies 
were obtained by the insured on his life, and pre- 
miums on same were paid by him up to date of his 
demise. 


The insured, in that case, however, retained all the 
“incidents of ownership” of his policies until his de- 
mise, and the Court held, that the proceeds of such 
policies (less exemptions) are includible in decedent’s 
estate and taxed accordingly. 


The reasoning of the Court, in this case, is of great 
significance : 


“It is true, as emphasized by plaintiff,’—the Court states,— 
“that the interest of the beneficiaries in the insurance policies 
effected by the decedent ‘vested’ in them before his death and 
that the proceeds of the policies came to the beneficiaries not 
directly from the decedent, but from the insured. But until the 
moment of his death the decedent retained a legal interest in the 
policies which gave him the power of disposition of them and 
their proceeds as if he were himself the beneficiary of them.” 

“Such an outstanding power,”—continues the Court,—“re- 
siding exclusively in a donor to recall a gift after it is made 
is a limitation on the gift which makes it incomplete as to 
the donor as well as to the donee, and we think that the 
termination of such a power at death may also be the ap- 
propriate subject of a tax upon transfers.” (Italics supplied.) 


Thus, the Court answers the plaintiff’s contention 
that the beneficiaries’ interest is “vested” by calling 
attention to the fact that same could easily be “divested” 
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by the insured, who had “retained” all the “incidents 
of ownership” until his demise. Hence, if such “inci- 
dents of ownership” are not retained, the gift is com- 
plete at the time of its making, and nothing remains to 
be “transferred,” at date of demise. 


It may be appropriate, at this time, to note that 
section 302(g) of the Revenue Act of 1926 and section 
402(f) of the Acts of 1918 and 1921, are identical. There 


is no difference between them. 


Section 302(h) has been added by the Revenue Act 
of 1924, and that section makes the application of sec- 
tion 302(g) (in addition to other sections) to certain 
matters and powers, described therein, “whether made, 
created, existing, exercised or relinquished before or 
after the enactment of this Act.’ 


All the U. S. Supreme Court cases, heretofore men- 
tioned, arose under, what is known at present as, sec- 
tion 302(g). As in the Bailey case, the Commissioner 
claimed all the proceeds of the respective life insur- 
ance policies (except the exempt portion of $40,000), 
to be a part of decedent’s estate. The reversionary 
provision in the Bingham case was also questioned by 
him. The result was as follows: 


In the Frick case, the Court overruled the Commis- 
sioner, refused to apply section 402(f) of the 1918 
Revenue Act retroactively, even though in most of the 
policies in question, the decedent retained the “incidents 
of ownership” of said policies until his demise. 


In the Chase National Bank case, where the policies 
in question were obtained after the passage of the 1921 
Revenue Act, the Court sustained the Commissioner 
because the insured retained the “incidents of owner- 
ship” of said policies until his demise. 

In the Bingham case, the Court restated the rule 
of the Frick case. The policies, in both cases, were 
obtained before the passage of the 1918 Revenue Act, 
hence, the rule and application thereof are the same. 


But, just as in the Frick case, where the Court re- 
cites that two of the policies have been absolutely 
assigned or beneficiaries irrevocably designated (the 
insured retained “incidents of ownership” in the bal- 
ance of said policies), the main weight of that deci- 
sion is based upon the fact that all of said policies had 
been obtained before the passage of the 1918 Revenue 
Act; in the Bingham case, the Court points out the sim- 
ilarity of the two cases but mainly depends upon the 
principles established by two significant decisions (which 
have no reference to life insurance policies at all), 
namely the cases of Helvering v. St. Lowis Union Trust 
Co. (296 U. 39) and Becker v. St. Lowis Union 
Trust Co. (296 U.S. 48). The Court states: 

“Those principles establish that the title and possession of 
the beneficiary were fixed by the terms of the policies and 


assignments, thereof, beyond the power of the insured to affect, 
many years before the act here in question was passed. No 


interest passed to the beneficiary as the result of the death of 


the insured. His death merely put an end to the possibility 
that the predecease of his wife would give a different direc- 
iion to the payment of the policies.” (Italics supplied.) 
“Many years before the act here in question was 
passed,” simply refers to an undisputed fact. It does 
not, however, make any difference as to when the 
“incidents of ownership” are parted with, as long as 
they are gone before the insured. 
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The Walker Case 


The Court of Claims disagrees with the decisions 
rendered in the cases of Walker v. United States, 83 
Fed. (2d) 103, Helburn v. Ballard, 85 Fed. (2d) 613, 
and Boswell et al. v..Commissioner, 37 BTA 970, and 
states: 


“We are unable to concur in the conclusions reached in 
the last three cases mentioned above in whieh the courts 
appear to have based their conclusion that the statute did nol 
provide for the inclusion of insurance proceeds in the gross es- 
tate where assignments had been made, even though the policies 
were taken out by decedent and assignment made after the ap- 
proval of the act, upon the sole ground that such proceeds were 
received pursuant to the assignments, rather than as a result of 
any transfer by death. The decisions do not appear to have 
given serious consideration and weight to the effect of the 
statutory provisions upon policies of insurance taken out by 
decedent, and upon which he paid the premiums and which 
policies he assigned after the enactment of the sections spe- 
cifically requiring the inclusion of the proceeds thereof in 
his gross estate. We think Congress in section 302(g) and 
(h) of the Revenue Acts of 1924 and 1926, and subsequent 
acts has clearly expressed an mtention to include the proceeds 
of life insurance policies thereafter taken out by the decedent 
upon his own life notwithstanding an assignment by him of his 
right to receive the cash-surrender value or to change the bene- 
ficiary, especially where he continues after such assignment 
to pay the premiums upon the policies.” (Italics supplied.) 


In view of such statement, it would be interesting to 
note the extent of “serious consideration and weight” 
given to the interpretation and application of said 
section 302(g) by the respective courts. 


The Walker case also arose under section 302(g) of 
the 1926 Revenue Act. 


Six policies were involved in this case. Four of the 
Union Central, one of the New York Life, and one 
of the Mutual Benefit Life Insurance Companies. 


In the Union Central policies (obtained in 1927), 
the insured reserved the right to change the benefi- 
ciary. However, the taxpayer claimed a portion of 
such proceeds not includable in the decedent’s estate 
in view of the beneficiary paying a portion of the pre- 
mium. The construction of the provision “taken out 
by decedent” was involved, and the Court held in 
favor of the taxpayer on that issue. 


In the New York Life policy, there was a vesting 
of interest in the beneficiary with a “reverter” to the 
insured in the event the beneficiary predeceases him. 


In the Mutual Benefit policy, there was a similar 
“reverter,” and even permission for loans up to the 
cash value of said policy. 


In view of the very able and learned opinion given 
in the Walker case, attention will be called to sufficient 
excerpts from same, in order to clarify the situation 
as much as possible. The Court states: 

“It must be kept in mind that this is an estate tax upon the 
proceeds from life insurance. An estate tax is an excise tax 
upon the privilege of transferring or transmitting property by 
reason of death and is not a tax on the property itself. 

“It follows that, unless there is such transfer from the 
decedent—unless there was something which passed from the 
decedent upon death—there has been no transfer; no privilege 
of transfer has been exercised; and there is nothing which 

can be subjected to an excise tax on such privilege. There- 
fore, where life insurance proceeds are involved, the initial 
inquiry is as to what, if anything, has passed from the dece 
dent hecause of his death. 

“Obviously, the proceeds of a life insurance policy pass di- 
rectly from the insurer to the designated beneficiary without in 
any sense being transferred by the one whose life is insured 
(Continued on page 537) 
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VERY tax is a regulatory tax. Whenever a tax 
on business, consumption, or property is not 
truly general and uniform, it discriminates be- 

tween economic elements, and modifies the economic 
order. Cigarette taxes, which add six or more cents 
to the price of a package of cigarettes, unquestionably 
reduce smoking, thereby repressing the cigarette in- 
dustry. Gasoline taxes have a similar direct repressive 
effect on the oil industry, and indirectly curb automo- 
bile production. A heavy fixed-sum license tax on 
saloons forces small saloons out of business altogether, 
and the transfer of their custom to the surviving larger 
dispensaries may well bring the latter additional profit 
considerably in excess of the tax they must pay. Be- 
cause the interest on state bonds can not be taxed 
under the federal income tax, they can be issued on 
a lower yield basis than would otherwise be the case. 

3ut even a general, nondiscriminatory tax can pro- 
foundly change economic equilibrium and economic 
institutions. Progressive income and inheritance taxes 
reduce saving more than consumption expenditure, 
and thus affect the capital market and possibly the 
rate of capital expansion. A general sales tax, by 
penalizing certain elements of consumption expendi- 
ture, in respect to savings and investment, exercises 
a contrary effect. The imposition of heavier taxes on 
incorporated than on unincorporated enterprises was 
in part responsible for the development of the Massa- 
chusetts trust. Deduction allowances under American 
corporation income taxes for depreciation and other 
reserves are blamed by Mr. Keynes and his disciples 
for corporate hoarding, and are thereby held responsi- 
ble for part of America’s continued high level of un- 
employment. Stock transfer taxes repress security 
speculation, and hence operate upon security prices, 
upon the rate of interest, upon business and financial 
anticipations, and finally upon business cycle develop- 
ments. Sharply progressive income and death taxes 
imposed in one state may induce wealthy individuals 
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to shift their residence to another “tax haven” state, 
with consequent repercussions on the comparative 
economic development of the two states. 


It is one thing to recognize that taxes have regu- 
latory effects. It is quite another to advocate taxes, 
or to enact taxes, for their regulatory effects rather 
than the revenue they will produce. 

Two arguments are advanced in support of inten- 
tionally regulatory taxes. One is that, as a matter of 
constitutional law, certain types of regulation that 
can not be achieved by direct legislation can be ac- 
complished indirectly under the cover of tax laws. 
The federal government has no constitutional au- 
thority to prohibit the sale of oleomargarine or narcotics, 
but so long as the Supreme Court construes a ten- 
cents-per-pound oleomargine tax and a $100-per-ounce 
marihuana tax as revenue measures, Congress can 
severely limit the sale of oleomargarine and outlaw 
the sale of marihuana by taxing the profit out of such 
sales. Any court would laugh down a federal law 
compelling corporations to distribute current profits 
as dividends, yet a perfectly constitutional undis- 
tributed profits tax can accomplish the same end. A 
federal anti-hoarding law would probably run foul of 
the Constitution, while a currency-and-deposits tax, 
achieving the same end, would be sustained. In the 
field of state jurisdiction, also, a tax law may some- 
times effect a regulatory result impossible of accom- 
plishment by specific legislation. The twenty-four 
state chain store taxes are pointed illustrations. 


Taxes Designed Primarily for Regulation 


Sometimes, apparently, legislatures undertake reg- 
ulation by taxation, not because other means are un- 
available, but simply to take opportunistic advantage 
of the indirect economic effect of some revenue-pro- 
ducing tax. The preamble to our first tariff act, that 
of 1789, shows that its framers had in mind both revenue 
and a regulatory “protection.” The preamble reads: 

Whereas it is necessary for the support of the government, 
for the discharge of the debts of the United States, and the 
—o and protection of manufactures, that duties be 
a1G, 2 2 
The Congresses which passed the federal income tax 
and the federal estate tax considered these taxes in- 
struments of social equalization as well as revenue 
producers. 

Most fiscal economists are explosively opposed to 
the levy of taxes exclusively or primarily for their 
regulatory effects. On this subject they forsake their 
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scholarly imperturbability and lash out at the pro- 
ponents of regulatory taxation as violently and par- 
tisanly as any propagandists. Intentionally regulatory 
taxes, they declare, are a perversion of the proper 
purposes of taxation, and interfere with the distribu- 
tion of tax burdens by the canons of “ability” 

“benefit.” And no body of lawmakers, they continue, 
possesses the wisdom necessary for intelligent regulation, 
through taxation or otherwise, of the economic order. 

My own rather unorthodox view on this question 
is that, in the absence of any shadow of agreement 
among fiscal scholars as to what constitutes “jus- 
tice” in taxation, the jettisoning of “fiscal justice” in 
regulatory taxation is hardly a severe loss. And since, 
as was pointed out at the opening of this article, every 
tax is regulatory, the deliberate taking of this aspect 
of the tax into account instead of just as deliberately 
ignoring it, hardly to my mind constitutes perversion. 
Granting all the diatribes upon legislative ignorance 
and folly, if regulatory legislation is on the agenda 
it is nO worse when accomplished by a tax law than 
by a direct statute. 

There is no virtue in a regulatory tax per se. Apart 
from the revenue it produces it is a means to an end, 
and must be judged on the extraneous merit or detri- 
ment of the purpose to be accomplished, and on its 
efficiency in accomplishing this purpose. I disapprove 
of the chain store tax, not because it is a regulatory 
tax, but because I am not in sympathy with the pro- 
gram of crippling the chain stores in their competitive 
struggle with independent dealers. Contrariwise, I 
extended a qualified approbation to the regulatory 
aspects of the undistributed profits tax of 1936, and 
I find myself favorably interested in the current sug- 
gestion of an “anti-hoarding” currency-and-deposits tax. 

In conclusion, I submit case studies of two outstand- 
ing regulatory tax proposals, the undistributed prof- 
its tax and the suggested currency-and-deposits tax 
mentioned above. 


The Undistributed Profits Tax 


Taxation of undistributed corporate profits was pro- 
posed by the Administration in 1936, and reluctantly 
accepted by Congress. President Roosevelt intended 
that a levy on undistributed profits, at substantial 

rates, should be the only tax on corporations; Con- 

gress balked at such a far-reaching application of an 
untried principle, and enacted the tax as a supple- 
mentary levy, superimposed on the pre-existing cor- 
porate income, excess profits, and capital stock taxes. 
The rate of the undistributed profits tax, under the 
1936 act, ranged from 7 per cent to 27 per cent accord- 
ing to the fraction of the corporation’s income not 
distributed as dividends during the year. 

Directly and indirectly, this tax was intended to 
be a revenue producer. Some tax would be paid by 
corporations which held back part of their year’s earn- 
ings. And to the extent that the tax forced larger 
dividend payments than would otherwise have oc- 
curred, it would increase the personal incomes of the 
dividend receivers and so make them liable to larger 
personal income taxes. But an expansion of federal 
revenue was only one of the virtues of this tax to 
President Roosevelt and his advisers, and possibly 
only a minor one; much more important to their view 
was the effect this tax would have upon the rate and 





TAX ES—The Tax Magazine 





September, 1939 


character of the saving process and upon the democrati- 
zation of corporate management. 


The ideas of “excess savings” and “improperly in- 
vested savings” as causative factors of business fluc- 
tuation were forced upon popular attention by a number 
of writers during the 1930’s. Corporate savings were 
denounced as a particularly vicious type of saving; 
they contributed to “excess” accumulations of savings, 
and their investment was likely to produce econom- 
ically injurious effects.1 Why not cut the taproot of 
the evil, argued these writers, by penalizing corpo- 

rate saving? Individual recipients of the extra divi- 
dends distributed because of the tax will save only 
part of these “windfall” receipts, whereas the corpo- 
rations would have saved all; thereby “excess” saving 
will be reduced. And to the extent that the recipients 
of these extra dividends do invest them, they will do 
so more wisely than the corporate managements, 
since they will survey the entire investment field in 
determining the placement of their funds, while cor- 
porate managements can have only a limited invest- 
ment vision. 


President Roosevelt’s comments on the undistributed 
profits tax in 1936 and 1938 indicate that he was con- 
siderably influenced by this line of reasoning. Even 
more was he won to the tax by the argument that it 
would promote democracy in corporate management. 
The power of corporate boards—particularly the 
boards of large corporations whose shares are widely 
held—over the disposition of undistributed profits is, 
for all practical purposes, absolute. They can use 
them to pay off bank loans, accumulate “dead” bal- 
ances, enlarge their properties and operations, or buy 
into control of other corporations, with no other ac- 
countability to the stockholders than the annual farce 
of the proxy-dominated election. But if a tax law im- 
poses a substantial penalty upon the accumulation of 
profits, this oligarchic dominance of corporate finance 
policy is weakened, if not ended. A corporate board 
without accumulated profits at its command must 
submit its plans for expansion, for new investment, 
to the judgment of the corporation’s shareholders and 
of the general investment market. Perhaps the share- 
holders will agree with the management, and will 
reinvest their extra dividends in new shares. Perhaps 
the market will ratify the decision by taking up a new 
issue on favorable terms. The purposes of the undis- 
tributed profits tax are nonetheless served. 

Criticism of the undistributed profits tax was im- 
mediate, violent, and based upon considerable reason. 
Opponents of the tax flatly denounced the whole 
theory of “excess” savings—and while their denuncia- 
tion went too far in that it denied any element of 
validity to the theory, still they were on sound ground 
since the proponents of the theory certainly had not 
established it sufficiently firmly to serve as foundation 
for taxes specifically intended to reduce savings. These 
critics pointed out a regulatory effect overlooked by 
champions of the tax—that accumulation of profits 
was more common to small but growing enterprises 
that did not have ready access to the general invest- 
ment market than to large established corporations, 





1See Rexford G. Tugwell, The Battle for Democracy (Columbia 


University Press, New York, 1935), Chapter XXI; David Cushman 


Coyle, Brass Tacks (National Home Library Foundation, Washing- 
ton, 1935), p. 22. 
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so that the tax discriminated against the progressive 
small company. 


The 1936 statute was badly drafted and worked 
unnecessary inconvenience. A concerted drive in 1938 
to wipe out the undistributed profits tax failed, but 
the tax was reduced to a modest 2% per cent credit 
for distributed dividends allowed against corporation 
income tax liability. Supporters of the tax saw in the 
24 per cent distributed profits credit a mere shadow 
of an effective undistributed profits tax. However, 
the tax was repealed by the Revenue Act of 1939. 


The Proposed Currency-and-Deposits Tax 


The proposal of an “anti-hoarding” currency-and- 
deposits tax has progressed through the stages of 
idea *, apostolic blessing’, and specific recommenda- 
tion for the United States*. Six years ago, a bill for 
stamped money® was introduced into the Senate and 
the House, but received little consideration. Before 
long “anti-hoarding” taxation is likely to be a matter 
of Congressional debate and popular controversy. So 
a preview may not be out of order. 

Current financial analysis recognizes a recurrent 
tendency to “hoard” money instead of spending or 
investing it—a heightening of “liquidity preference,” 
to use Mr. Keynes’ terminology—as an important factor 
in business fluctuation. This tendency to “hoard” is 
not limited to miserly accumulation of coin and paper 
money. On the part of business firms it may also take 
the form—and this is its more serious aspect from the 
economic point of view—of allowing average bank 
balances to rise above their normal ratio to turnover 
or current payments. Such a tendency to “hoard” is 
usually motivated by a growing “lack of confidence” 
—because business men distrust the trend of world 
affairs or government policy, or because they antici- 
pate the termination of a boom period, or 
because interest rates have risen so high 


REGULATORY TAXES 


517 


of anterior causes as it is a cause of subsequent effects. 
To the extent that we could suppress or discourage 
“hoarding,” however, we would mitigate the severity 
of recessions and stimulate subsequent recoveries. If 
some of the administrative difficulties which at present 
seem to militate against successful operation of a cur- 
rency-and-deposits tax can be ironed away, such a 
tax may prove to be a means of discouraging “hoarding.” 

For constitutional reasons, a currency-and-deposits 
tax would have to be levied by the federal govern- 
ment—which is fortunate, for the control involved 
should be exercised nationally, and not for state-wide 
areas. Administratively, two separate but complemen- 
tary taxes with an identical rate would have to be 
imposed. One, on bank deposits, would be collected 
quarterly or monthly through the agency of the banks 
and charged to their depositors’ accounts. The sec- 
ond, on circulating paper currency, might be collected 
through the agency of stamps affixed quarterly to each 
bill, or the bills might be issued in different colored 
monthly series, with a uniform rate of depreciation 
and redemption discount for each series. With the 
two taxes operating simultaneously, each would act 
as a barrier to escape from the other. 

Little can be said at present about the rate possi- 
bilities of such a currency-and-deposits tax; the sub- 
ject needs intense study before any proposal for such 
a tax can be given serious legislative consideration. 
For one thing, each one per cent of the rate would 
produce between $400,000,000 and $500,000,000 of 
revenue, judging from the figures for currency in 
circulation and the total of demand and time deposits 
during the 1920’s and 1930’s, so that even a moderate 
tax would be a major factor in federal fiscal policy. 
The penalizing effect of the tax on “hoarding” would 
not be felt pro rata to the rate, but as some geometric 











that little profit can be anticipated from 
further investment, or for any other of the 
multitude of reasons which may induce 
that shy bird “business confidence” to take 
wing. Once “hoarding” begins, the pay- 
ments made by business no longer suffice 
to purchase the output of the business sys- 
tem, since part of these payments is diverted 
into the growing “hoards.” There develops 
the tragic cycle of accumulating inven- 
tories, falling prices, decreasing production, 
declining employment, shrinking credit— 


order, is a figment of the fiscal theorists’ imaginations. 


tax has yet been devised, or could 


‘6 
CA ‘pure tax, one that pro- 


duces revenue without in any way altering the economic 


No 
possibly be devised, 


that would not of itself constitute a minor or major 
economic revolution.” 





the desperate collapse of the economic order 
we pigeonhole under the name “recession.” 
After recession has run its course, continuance of 
“liquidity preference’—a persistent hesitancy to use 
cash and deposit resources to buy goods or make in- 
vestments—delays recovery and so sustains depression. 


“Hoarding” is far from being the only or principal 
generator of recessions. And it is as much an effect 


? Silvio Gesell, The Natural Economic Order (Neu Verlag, Berlin, 
1929), Part IV; see also interpretation in John Henry Biichi, Free 
Money (Search Publishing Company, London, 1933). 

* John M. Keynes, The General Theory of Employment, Interest, 
and Money (Harcourt Brace & Co., New York, 1936), p. 357; and 
Irving Fisher, Stamp Scrip (Adelphi Co., New York, 1934). 

_* Arthur Dahlberg, When Capital Goes on Strike (Harper & Bros., 
New York, 1938). 

° The Bankhead-Pettingill Bill, introduced February 17, 1933. 





function of it—and if the “hoarding” of money were 
penalized too heavily, alternative forms of “hoarding” 
not affected by the tax, and possibly just as deleterious 
to the economic order as monetary “hoarding,” would 
develop. Perhaps the tax could be levied with a mod- 
erate “normal” rate and emergency power delegated 
to the President to increase it within specified limits 
whenever serious recession threatened. 


The secondary effects of an “anti-hoarding” tax 
would be multifarious and far-reaching. Unquestion- 
ably consumption expenditure and investment would 
be stimulated, with a step-up in business activity and 

(Continued on page 555) 




























































































































































































































































































Refunds of Processing Taxes 


Under Title VII of the Revenue Act of 1936 


TER the invalidation of the processing tax by 
A the Supreme Court,’ Congress enacted Title 

VII of the Revenue Act of 1936 which pre- 
scribed the conditions under which the processor may 
obtain a refund of the invalidated tax. 
The general belief that a large part 
of the processing tax was passed on 
to the consumer and that the proc- 
essor would be unjustly enriched if 
he was again allowed to recover the 
tax from the government was un- 
doubtedly the compelling reason for 
Congress to impose restrictions upon 
the refund of processing taxes. 

The first prerequisite for the col- 
lection of a refund of processing tax 
under Title VII is the filing of a 
timely claim for refund subsequent 
to June 22, 1936, and prior to Janu- 
ary 1, 1940. Under regulations pro- 
mulgated by the Commissioner of 
Internal Revenue the claim must be 
limited to the processing tax on a 
single commodity. Only one claim 
may be filed for the refund of the tax 
paid on the processing of wheat. 
Similarly, only one claim may be filed 
for the refund of the tax paid on the 
processing of corn. This does not 
mean that a claim may not be amended or that amend- 
ments to a claim previously filed may not be made, 
but only one claim for refund may be filed and this 
must have been filed within the statutory period. The 
claim must contain more than a mere assertion. It 
must be supported by schedules showing the compu- 
tations by which the amount claimed is determined. 
In other words, it must give the Commissioner a basis 
for action. Claims which require amendment should 
if possible be amended prior to the audit by the Bu- 
reau of Internal Revenue. The Bureau does not at- 
tempt to do more than audit the claim presented. It 
will not and can not work up a claim for a taxpayer 
on a basis other than that presented in the claim filed. 
The Bureau does not have a sufficient force of exami- 
ners to permit such procedure. 

The Act prescribes that no refund of processing tax 
shall be allowed unless the claimant establishes that 
he bore the burden of the tax, that he has not been 
relieved of such burden, and that he has not shifted 
the burden either to his vendors or vendees or both. 
It should be borne in mind that the burden of the 





* Tax Counsel, Millers’ National Federation, Washington, D. C. 
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tax is the ultimate fact to be proved. It is a fact, the 
necessity for proof of which was not anticipated at 
the time of recording the transactions involved. For that 
reason the taxpayer’s records are not designed to re- 
flect a definite answer to the question. 
With full knowledge of this situa- 
tion Congress prescribed a certain 
formula which is helpful both to the 
taxpayer and the government as a 
preliminary approach to the answer 
to the question, but not binding on 
either as a final answer. 

This formula is contained in the 
so-called prima facie provisions of 
the statute, Section 907 (a) and (b). 
The Act prescribes that it shall be 
prima facie evidence that the burden 
of the tax has been borne by the 
claimant to the extent that the average 
margin per unit of the commodity 
processed was lower during the tax 
period than during the base period. 
Prima facie evidence of fact is, in 
law, sufficient to establish the fact 
unless rebuttal evidence is offered. 
In other words, if the taxpayer, by 
use of the formula prescribed in the 
Act, shows that the spread between 
the cost of wheat and the sales value 
of flour and feed was less during the tax period than 
during the base period, he has presented a prima facie 
case indicating that a part of the tax paid should be 
refunded. The refund shown to be due under the prima 
facie evidence is required to be paid unless other evi- 
dence is presented either by the taxpayer or the Govern- 
ment tending to show that this formula does not 
correctly measure the extent to which the taxpayer 
bore the burden of the tax. 

The tax period referred to in the Act is the period 
for which the claimant actually paid the processing 
tax. Jn the case of wheat flour millers the beginning 
of this period is July 9, 1933, the effective date of the 
processing tax on wheat. The end of the period is 
the last day of processing for which the miller actu- 
ally paid the processing tax. The closing date varies 
in individual cases. Some injunctions upon the assess- 
ment and collection of the processing tax were granted 
early in the year 1935, others at a later date. In some 
cases no injunctions were granted and the tax was 
paid until late in the fall of 1935. 


1U. 8. v. Butler, 297 U. S. 1. 


















the 
d at 
that 
» re- 
tion. 
tua- 
‘tain 
the 
aS a 
wer 
x on 


the 
s of 
(b). 
| be 
“den 
the 
rage 
dity 
tax 
10d. 
, in 
fact 
red. 
, by 
the 
yeen 
alue 
than 
facie 
1 be 
rima 
evi- 
ern- 
not 
ver 


riod 
sing 
ing 

the 
d is 
clu- 
ries 
eSS- 
ited 
ome 
was 


September, 1939 


The base period, or the period before and after the 
tax as it is called in the Act, consists of the twenty- 
four months immediately preceding the effective date 
of the processing tax and the six months, February to 
July, 1936, both inclusive. In the case of wheat proc- 
essors this is interpreted by the Commissioner of Inter- 
nal Revenue to mean the two years’ period beginning 
July 9, 1931, and ending July 8, 1933. The emphasis in 
the Act upon the month as a unit of time will justify a 
contention that the Act requires the use of the twenty- 
four full months prior to the incidence of the tax. In 
the case of wheat processors this would mean the 
months of July, 1931, to June, 1933, both inclusive. 


The average margin per bushel of wheat processed 
during the tax period is determined by deducting from 
the gross sales value of the flour and feed produced 
the cost of the wheat processed and the processing 
tax paid thereon, and dividing the remainder by the 
number of bushels of wheat processed during the 
period. The average margin per bushel of wheat 
processed during the base period is determined in 
exactly the same manner, except that the processing 
tax is not a factor in the determination of the margin 
for that period. 


The gross sales value of the flour and feed pro- 
duced means their value at the time of processing 
based on the claimant’s sales prices current at that 
time. The cost of wheat means the claimant’s actual 
cost of wheat processed if his accounting procedure 
is based on cost, otherwise, it means the market value 
of the wheat at the time of processing. 


Presentation of a Prima Facie Case 


Before proceeding to a discussion of controversial 
questions arising in connection with the presentation 
of a prima facie case, it may be advisable at this 
point to state in general terms the fundamental rea- 
soning underlying the formula prescribed by Con- 
gress. It was well known to the Congress that the 
market value of commodities fluctuate daily and that 
the sales price of the finished product follows the fluc- 
tuations in the market value of the basic commodity. 
Wheat is traded in daily in the public markets and its 
market value is known to the mill executive at all 
times. His wheat cost, based on today’s current mar- 
ket price of wheat, is the primary factor which the 
miller must consider in determining the price at which 
he can afford to sell flour today. The provisions of 
the Act prescribing the formula for the presentation 
of the prima facie evidence contemplate that a con- 
temporaneous comparison between the cost of the 


wheat and the selling price of the finished product ~ 


shall be made for the purpose of determining whether 
the spread between the two is greater during the tax 
period than during the base period. If this spread is 
higher during the tax period it is presumed that all 
of the tax burden has been passed on by the miller. 
If this spread is lower during the tax period than 
during the base period, it is presumed that the miller 
was unable to pass on all of the processing tax and 
that the extent to which he bore the burden of the 
tax is measured by the difference in the margins. The 
important thing to be borne in mind is that the com- 
parison should be contemporaneous and where for any 
reason the statistical data compiled under the formula 
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do not reflect a contemporaneous comparison between 
the cost of the wheat and the selling price of the 
finished product, adjustments may be made under the 
rebuttal provisions of the Act for the purpose of 
securing such a contemporaneous comparison. 

The Act requires that the miller shall first deter- 
mine the gross sales value of his production of flour 
and feed at the time of its processing. This shall 
be determined both for the tax period and for the 
base period. The Act prescribes that this shall be 
done by multiplying the quantity produced during 
each month by the sales prices current during the 
month. There are some cases in which the book sales 
will produce this result. For example, in the case 
of a very small mill which produces each day the 
flour which is expected to be sold from its trucks on 
the following day, which carries no inventory of flour, 
and which makes no contracts for forward sales, the 
books will reflect the gross sales value at the time of 
processing. 

In the case of a large mill which has problems 
arising from inventories and from forward sales, the 
books will not reflect gross sales value at the time 
of processing. In the first place, the books for any 
period will reflect the sale of flour and feed on hand 
at the beginning of the period which were not pro- 
duced during the period. Conversely, the books for 
the period will not reflect the sale of goods produced 
during the period but still unsold at the end of the 
period. Furthermore, the books reflect the gross sales 
value of flour and feed at the date of contract of sale 
and not at the date of processing. These dates may 
be far apart and in such cases it is mere coincidence 
if there is not a serious discrepancy between the val- 
ues at the two dates. Many forward sales of flour 
are made for delivery upon later instruction from the 
buyer. In such cases the price is fixed at the date 
when the contract of sale is executed. The sale is not 
reflected in the financial books of account, however, 
until delivery is made. This entry in the books does 
not reflect the value of the flour at the date of delivery 
or at the date of processing, but its value at the date 
of the contract of sale, which may have been several 
months prior to the date of processing. In the mean- 
time, wheat may have gone up or down as much as 
twenty cents per bushel, or even more, and the price 
of flour will have fluctuated accordingly. For this 
reason the sales per books for the tax period or the 
base period, with adjustments for opening or closing 
inventories, do not necessarily reflect the gross sales 
value at the time of processing of the flour and feed 
produced during the period. In any case in which 
there are substantial amounts of forward sales, it is 
necessary to make adequate test computations to de- 
termine whether the sales per books reasonably reflect 
the gross sales value of the products within the mean- 
ing of the Act. Where they do not do so, the gross 
sales value must be determined under the current 
price method. The law prescribes that this may be 
done by applying to the quantities processed the claim- 
ant’s sales prices current at the time of processing. 
This may be done on a weekly or monthly basis by 
first determining the quantity of flour and feed pro- 
duced during the week or the month and then multi- 
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plying that quantity by the average price obtained 
by the claimant for sales of like products during the 
week or month. 


For the purpose of the prima facie case the next 
requirement is to determine the cost of the wheat 
within the meaning of the statute. The law provides 
that the actual cost of the wheat processed as reflected 
in the claimant’s books of account shall be used if 
the claimant’s accounting procedure is based on cost, 
otherwise, the costs shall be determined on the basis 
of the current market price of wheat at the time of 
processing. This computation may be made by de- 
termining the average weekly or monthly cost of each 
kind of wheat ground during the week or the month 
and multiplying that average cost by the number of 
bushels ground during the week or month. 


The next requirement in the preparation of the 
prima facie case is the determination of the number 
of bushels of wheat ground. This must be on the 
same basis for the tax period and the base period. For 
the tax period the acceptable basis is the so-called 
clean, dry bushels of wheat. In many cases the miller 
does not have comparable weights for the base period. 
In such cases it is necessary to estimate the number 
of bushels of screenings during the base period and 
to deduct this amount from the total bushels of so- 
called dirty wheat used, in order to arrive at the num- 
her of bushels of clean, dry wheat ground during the 
base period. 


There is some doubt as to whether the computations 
under the prima facie evidence should include all flour 
and feed produced during the tax period or only the 
flour and feed produced from tax-paid processing. It 
is the opinion of the writer that all the flour and feed 
manufactured, both tax-paid and tax-free with the 
exception of custom processing, should be included. 
The Act specifically states that the gross sales value of 
all articles processed by the claimant from the com- 
modity during the period should be included. No au- 
thority can be found in the law for the Commissioner’s 
regulations under which the marginal computation 
for the tax period is required to be based on tax-paid 
goods. Tor the purpose of the prima facie evidence the 
Act requires tax-free goods, such as export sales and 


sales for charitable use, to be included in the marginal 
computations. 


Deducting from the gross sales value of the flour 
and feed produced during the tax period the cost of 
wheat ground and the processing tax paid thereon, the 
difference represents the margin for the tax period. 
Dividing this margin by the number of bushels of 
wheat ground during the tax period, an average mar- 
gin per bushel is obtained. 

If this average margin per bushel for the tax period 
is less than the average margin per bushel for the base 
period, the prima facie showing is said to be positive, 
that is, a refund of tax is shown to be due. Let us 
assume, for example, that the difference in margins 
between the two periods is three cents per bushel, the 
tax period margin being the lower. In such case the 
miller is entitled to a refund of three cents per bushel 
on tax-paid wheat ground during the tax period, unless 
it is shown by rebuttal evidence offered by the miller 
or by the government that the refund due is greater 
or less than three cents per bushel. 
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Rebuttal 


So much for the discussion of the presentation of 


a prima facie case. The next question to consider is 
what may be presented by way of rebuttal. It should 
be stated at the outset that anything can be presented 
which will in any way aid in the determination of the 
extent to which the taxpayer bore the burden of the 
tax. It should be kept in mind at all times that this 
is the ultimate fact to be proved and that the formula 
prescribed by the Act is merely a first step by way of 
approach to the answer to that question. 


In deciding upon material which should be pre- 
sented by way of rebuttal, first thought should be 
given to the question as to whether the margins as 
computed under the prima facie evidence clearly re- 
flect the spread between the market value of wheat 
and the selling price of flour and feed at the time of 
processing. It is important to keep in mind at all 
times the fundamental proposition that the aim of the 
statute is to arrive at a contemporaneous comparison 
of cost of wheat and selling price of flour and feed. 
The cost of the wheat as reflected in the taxpayer’s 
books of account, which is permitted and even re- 
quired under certain conditions to be used in the prima 
facie evidence, may not even approximate an actual 
determination of the current market price of wheat 
at the date of processing. When it does not do so, 
adjustments should be made so that the current mar 
ket price at the time of processing will be shown in 
the rebuttal evidence. For example, a miller may 
have accumulated wheat in the early spring of 1933 
at an average price of fifty cents per bushel and may 
have had a substantial quantity of such wheat on hand 
on July 9, 1933, at which date it was actually worth 
one dollar per bushel. The gross sales value of the 
flour which is manufactured on July 10, the first busi 
ness day of the tax period, will be determined on the 
basis of the selling price of flour at that time. That 
price will reflect dollar wheat. In computing the mar- 
gins on that flour it is absurd to use fifty-cent wheat 
as the cost of the commodity processed. An adjust- 
ment should be made to bring in the opening inven- 
tory of wheat at the market value thereof, otherwisc 
a true comparison of margins can not be made. 


Furthermore, purchases of wheat are not made evenly 
during the year and for that reason it may be im- 
proper to use book cost as the cost of wheat. © During 
the summer and early fall many mills purchase and 
store substantial quantities of wheat which is use: 
up over a considerable period of time. The cost of 
this wheat as reflected in the books of account is the 
cost at the date of purchase, not its market value at 
the date of processing. In many cases the computa- 
tion of cost under the so-called first-in, first-out method 
will vary greatly from a determination of the market 
value of the wheat at the time of its processing. In 
such cases it will be necessary to resort to the cur 
rent price method of determining the cost of wheat 
which is provided for in Section 907 of the Act. This 
may be done on a weekly or monthly basis by multi- 
plying the quantity of each kind of wheat ground 
during the week or month by the average price paid 
by the miller for similar wheat purchased during the 
week or month. 


(Continued on page 549) 











TRUST INCOME~— 


Test of Grantor’s Taxability 


By Charles S. Lowrimore* 


proceeds to promulgate rules and regulations 

for the administration of the Revenue Acts, 
his authority is bounded by the Act itself, and any 
rule or regulation not within the scope and intent 
of the Statute is ineffective and inoperative. It ap- 
pears from the decisions of record, handed down by 
the United States Board of Tax Appeals and the 
various courts, that the Commissioner has over- 
stepped his authority with respect to sections 166 
and 167 of the Revenue Act of 1934, et seq., and that 
the detailed matter in Regulations 101 (1938 Act), 
Articles 166 and 167, will of necessity be revised, how- 
ever, this may be delayed until such time as the 
Supreme Court passes upon the question of the “test 
of taxability of income” of the trust estate. 


It is noted that section 166 of the law states, 
“Where at any time the power to revest in the 
grantor title to any part of the corpus of the trust 
is vested,” (1) in the grantor, or (2) in any person 
not a beneficiary, “ ... then the income of such part 
of the trust shall be included in computing the net 
income of the grantor.” 


W proce the Commissioner of Internal Revenue 


The Commissioner in his Regulations 101, Article 
166 (b) states, “. .. For the purposes of this article 
the grantor is deemed to have retained such power if 
he, or any person not having a substantial adverse 
interest in the corpus or the income therefrom ad- 
verse to the grantor.” (Meaning a beneficiary under 
the trust.) If the title to the corpus will revest in 
the grantor upon the exercise of such power, the in- 
come of the trust is attributed and taxable to the 
grantor regardless of subsection (b) (2) “whether 
the exercise of such power is conditioned on the 
precedent giving of notice, or on the elapsing of a 
period of years, or on the happening of a specified 
event ;” and in subsection (b) (3) “the time at which 
the title to the corpus will revest in the grantor in 
possession and enjoyment, whether such time is 
within the taxable year or not, or whether such time 
be fixed, determinable, or certain to come .. .” 


* Certified Public Accountant, Wilmington, North Carolina. 


The Revenue Act does not, in this writer’s opinion, 
authorize or even remotely suggest such broad in- 
terpretations for administrative purposes and even 
the necessity for administrative expediency will not 
justify expanding the taxing statute in conflict with 
well established and recognized laws of property. 


U. S. v. First National Bank of Birmingham 


In the case of the United States v. The First National 
Bank of Birmingham, 74 Fed. (2d) 360, also reported 
in 35-1 ustc J 9028, the court held that the trust was not 
one such as that described by section 166, and that the 
income was not taxable to the grantor. 


In this case, the trust property involved real estate, 
which was transferred under the trust instrument to 
the grantee for a period of one year, during such 
period the grantor had no control over either the 
physical property or the income therefrom. The 
grantee, (a corporation) being duly organized and 
officered took possession of the trust property and 
had absolute control both of the property and the in- 
come derived therefrom. Throughout the trust period 
as provided by the instrument an agent was employed 
by the grantee, who had charge of the property, made 
all rental contracts, collected all rents, paid all ex- 
penses, made statements to the grantee showing col- 
lections and expenses, and remitted to the grantee’s 
Treasurer the net income derived from the trust prop- 
erties. During the term of the trust the settlor 
(grantor) did not reserve to himself any right of 
possession or enjoyment of the property or any of the 
benefits derived therefrom, and no evidence tended 
to prove that in fact he had or exercised any such 
control. In substance, the grantor had parted with a 
valuable legal and property right for the term of 
one year, and in so parting with this right, he had 
also parted with the right to the receiving and en- 
joyment of the income therefrom. 

Judge Walker stated in his opinion as follows: 


“The corpus of the trust was the granted estate in the de- 
scribed property for the stated period. The income from 
that property during that period was the grantee’s income, 
not the grantor’s income, as it was subject to the unfettered 
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command of the grantee, not subject to any power over it 
exercisable by the grantor, the source of it being a property 
interest or estate irrevocably vested in the grantee.’ 

“The income in question was not taxable against appellee’s 
testator because he did not own that income, or have any 
beneficial interest therein when it accrued, and did not have 
the power, either alone or in conjunction with any person 
not a beneficiary of the trust, to revest in himself the title to 
the property interest or estate which was the source of that 
income. The thing granted being the estate or property inter- 
est which produced the income in question, not future income 
earned by the grantor or settlor or produced by property 
which he continued to own.” 


Case of Meredith Wood 


In the case of Meredith Wood, 37 BTA 1065, the 
Board of Tax Appeals rely on the opinion in the 
above case, (First National Bank of Birmingham), 
quoting from the headnote of the case, as follows: 

“Where the petitioner created a trust, naming his wife as 
beneficiary of the income therefrom, but did not reserve any 
power to revoke the trust and the income could not under 
the terms of the trust instrument be paid to him or accumu- 
lated for his future benefit, and, further, where the trust was 
not established to discharge a legal obligation of petitioner 
and he did not control the use of the income, held, that the 
income of the trust was not taxable to the petitioner under 
sections 166 and 167 of the Revenue Act of 1934.” 

The grantor in this case created a trust, and executed 
the instrument in which he as the settlor declared him- 
self the trustee, with the power to hold in trust, invest 
and reinvest the corpus, collect the income therefrom 
from the date of the instrument and to pay the net in- 
come, as and when received, to his wife, until the termi- 
nation of the trust, which was dependent on three 
contingent events, as follows: 


_ (1) The expiration of three years from the date of the 
instrument, or 


(2) the death of the settlor, or 
(3) the death of the beneficiary. 


Whichever of the events specified under numbers 
one and three should occur first, the trust would 
terminate and the trust property then held in trust 
would be transferred and delivered to the settlor 
to be his own property. In the event of the second 
specified event occurring first, then the property 
would be transferred to his executors to be disposed 


of as part of his estate under his last will and testa- 
ment. 


The first specified event was altered and a supple- 
mentary declaration of trust extended the time from 
three to five years from the date of the instrument. 


The trust instrument provided that the settlor 
(also the trustee) might resign as trustee and appoint 
a substitute trustee; that without liability for loss 
not arising from willful misconduct, the trustee, whether 
original or substituted, had the power to retain the 
trust property, or to sell the same, or any part thereof, 
to make any investment, or reinvestment of the prop- 
erty or money held in trust, to determine the value 
of the property, “to determine whether any property 
or money received or held in trust should be treated 
as capital or income, and the mode in which any ex- 
pense incidental to the execution of the trust was to 
be borne as between capital and income.” 


1Citing Hoeper v. Tax Commission, 284 U. S. 206; Nichols v. 
Coolidge, 274 U. S. 531; Corliss v. Bowers, 281 U. S. 376; Poe v. 


Sanborn, 282 U. S. a8. 116; Langley v. Commissioner, 61 Fed. (2d.) 
796; Bing v. Bowers, 22 Fed (2d.) 450. 
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All income received on the trust property was de- 
posited by the trustee in a special bank account en- 
titled “Meredith Wood, Trustee,” which was in due 
course paid to the beneficiary of the trust by checks 
drawn to her order and signed by the petitioner, no 
part of the income ever being distributed to the 
grantor or accumulated for his benefit. 


The income from the trust was duly included in 
the personal income tax return of the beneficiary of 
the trust, for the taxable year involved. 


The Commissioner of Internal Revenue contended 
that the income from this trust was taxable to the 
grantor (petitioner), under the provisions of sections 


166 and 167 of the Revenue Act of 1934. 


The Board of Tax Appeals decided in favor of the 
petitioner, rejecting the Commissioner’s plea that the 
income be taxed to the grantor of this trust, and in 
due course the Commissioner of Internal Revenue 
appealed to the Circuit Court of Appeals. The case 
was heard and on November 8, 1938, the Circuit Court 
of Appeals, Second Circuit, affirmed the decision of 
the Board of Tax Appeals. 


Corning v. Commissioner 


In the case of Warren H. Corning v. Commissioner 
of Internal Revenue, 36 BTA 301, the Board of Tax 
Appeals decided in favor of the government, in which 
the Board made a distinction as between the power 


to revoke a irust created and the right to exercise 
such power. 


This case was duly appealed, and on June 9, 1939, 
the Circuit Court of Appeals, Sixth Circuit, reversed 
the Board of Tax Appeals, and held that section 166 
was inapplicable to this case for the reason that the 
grantor’s right to revoke the trust was subject to a 
contingency which had not occurred and the occur- 
rence of which was beyond the power and control 
of the grantor. The court stated that the power of 
revocation is substantially the same under section 166 
of the income taxing statute as under the estate tax 
law. It appears that the distinction drawn by the 
Board of Tax Appeals between the existence of a 
power to revoke and the right to exercise such power 
was unsound. The Court also pointed out that the 
Commissioner’s Regulations interpreting section 166 
were unsound, which provide for the taxing of income 
to the grantor, where a power of revocation was based 
upon the lapse of time, or the happening of a speci- 
fied event, regardless of whether such time be fixed, 
determinable, or certain to come, was unsound. 

Since sections 166 and 167 of the 1938 Act (no 
amendment in the Internal Revenue Code of 1939) are 
identical with the prior Acts under which the cases 
discussed were adjudicated, it appears that the tax- 
payer may create a trust, providing for the distribution 
of income to others, based upon certain contingencies, 
as to lapse of time, the death of the grantor, or the 
beneficiary, and the return of the trust estate to the 
grantor, upon the happening of any one of the speci- 


fied events, with some assurance of support from the 
courts. 


It is also noted, that in the Wood case, the grantor 
as trustee had absolute control over the corpus and 
(Continued on page 548) 








TAX-EXEMPT REORGANIZATIONS 
Status after the Hendler Case 


By ALFRED KAPLAN* 





Administrative procedure 
by the Bureau of Internal 
Revenue for the past dec- 
ade, in the matter of debts 
assumed and paid upon cor- 
porate reorganization, was 
reversed by the Supreme 
Court in the opinion de- 
livered by Mr. Justice Black 
in the case of U. S. v. L. M. 
Hendler, 58 S. Ct. 655. 


This opinion, in view of 
its broad language, appears 
to eliminate all tax-free re- 
organizations, to the extent 
of the liabilities assumed 
and paid by the transferee. 
Under this decision the tax- 
able gain to the transferor 
is recognized and measured 
by the appreciation of the 
value of the assets trans- 
ferred, but not in excess of the liabilities assumed and 
paid. ‘he facts in this case indicated that the transteror, 
A Company, transferred its assets to B Company, who 
in turn assumed its liabilities amounting to some 
$534,297.40 (representing bonded indebtedness of the 
transferee) and $1,180,411 of other debts. B Company 
paid the bonded debt immediately after it assumed it. 
Also, the facts indicated that there was an appreciated 
value of the assets transferred to the extent of some 
six million dollars. 





In deciding this case the Supreme Court dealt only 
with the debts assumed and paid, leaving the issue 
of debts assumed, but not paid, more of a moot ques- 
tion although the Board of Tax Appeals had pre- 
viously held that unpaid debts were not income until 
paid.! 


In their reasoning, the Supreme Court pointed out 
that since A Company secured a benefit from the dis- 
charge of this obligation, its gain was as real and sub- 
stantial as if it actually received the money and then 


paid off the bonded debt itself. In other words the 
Court held that debts assumed and paid by a trans- 
feree were “other property” and fell within that part 
of Section 112(d) (2) which states that gains are taxed 
Upon a reorganization “if the corporation receiving 
such other property or money does not distribute it in 
pursuance of the plan of reorganization, the gain, if 
any, to the corporation shall be recognized. 


_—. 


* Certified Public Accountant, Boston. 
' Butler’s Appeal, 19 BTA 713. 


The effect of this decision, delivered in March, 1938, 
has already been translated into action by the 
Treasury. 

The Board of Tax Appeals has recently handed 
down an opinion which goes the full distance and 
taxes gains measured by debts assumed even though 
not paid. 

In the appeal of Walter F. Haass, 37 BTA 948, the 
Board applied the reasoning of the Hendler case to 
the incorporation of a going business, but went a 
step further and stated in the opinion that debts 
assumed even though not paid were the equivalent 
of money paid to the transferor and gain if any was 
immediately recognized. 

The facts in this case are as follows: Taxpayers, 
who were the beneficiaries of a trust, transferred real 
property to a corporation in consideration for the 
receipt of all of the stock and the corporation also 
assumed the mortgage indebtedness. At the time 
cf the transfer the value of the property was in ex- 
cess of its basis and the Board held that this gain 
was realized to the extent of the amount of the mort- 
gage assumed by the corporation. 

The ruling, if upheld by the higher courts, will 
effectively prevent any tax-free incorporations by 
individuals, if debts are assumed, and there is an 
appreciation in the basis of the assets transferred. On 
the contrary, the Circuit Court of Appeals has held 
in a later case decided on other issues that, to merely 
assume debts of a transferor is not the equivalent of 
paying them money.’ , 

Many questions will be raised by these two deci- 
sions. If the transfer was effected before 1932, what 
‘s the basis of previous tax-exempt property? Should 
it now be based upon the appreciated value at the 
time of the exchange even though the appreciation 
was not then taxed, or should it be handled as if the 
Hendler case was not decided by the Supreme Court. 

What is the effect if at the time of the transfer 
the actual value is lower than the basis? Should a 
loss be immediately recognized? Also, how about 
securities which were acquired upon supposedly tax- 
free transactions prior to 1932 and which are sold 
this year. Should their basis be higher? It would 
seem that this would be a “quid pro quo” for the 
Hendler decision. 

It appears that tax-exempt incorporations of in- 
dividuals will become non-existent if assumed liabili- 
ties are paid by the transferees and there is an 
increase in value. 

(Continued on page 548) 
2 Bickford’s, Inc. v. Helvering, 98 Fed. (2d) 568, 38-2 ustc { 9443. 
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Lewis Gluick, C. P. A., Shop -Talker 


OR THE first eight years that we talked shop 
| ee were on “sustaining.” We gave the readers a 

vacation in September, but now that we are on 
“commercial” we have no mercy on them. However, in 
August our patrons took mercy on us. Not in years 
have we had so many usable clippings sent us. So, 
with paste-pot and shears, we have had almost a com- 
plete vacation, for which we are much obliged. 


From P. S. Rose, Editor of The Country Gentleman: 


“A great deal of attention has been called to the bad effects 
of the overgrazing of range land. It depletes the vitality of 
the grass. By removing too much of the healthy covering of 
the soil it opens the way to weeds and often to erosion. 
Worst of all, it reduces the future carrying capacity of the 
pasturage. Government officials have been loud in denouncing 
overgrazing, and one of the aims of the Taylor Grazing Act 
was to control it. 

‘But, as a congressman from a range cattle district recently 
pointed out, there is another form of overgrazing, about 
which the Government men are silent. It is the overgrazing 
of our sources of wealth by taxation. The evil effects are the 
same. By taking away too much of the sustaining element 
of earnings, the vitality of enterprise is being depleted. The 
weeds of discouragement and the erosion of buying power 
and employment are being fostered. And, worst of all, our 
future carrying capacity, in terms of production and jobs, 
is being impaired. 

“The two forms of overgrazing are identical in the damage 
they do. But that caused by the tax herds is the worse be- 
cause it works to the injury of everyone.” 


The following comes from The Southern Lumber- 
man of July 15: 


“An act exempting employees of lumber and timber prod- 
ucts companies from provisions of the unemployment com- 
pensation laws was ratified by the South Carolina general 
assembly and sent to the governor. 

“The measure declared that ‘the planting, growing, culti- 
vation, harvesting and marketing of trees and their products 
shall be considered as an agricultural pursuit.’ 

“Agricultural workers have always been exempted.” 


By and for Lawyers 


Section 107 of the Revenue Act of 1939 will benefit 
a lot of people besides attorneys, but it was proposed 
by a midwest bar association, and passed by a Con- 
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gress in which members of the bar are in the majority. 
In brief, it provides that if it takes you more than 
one year to earn a big fee, you can, when you actually 
get the case, back it up for not over five years, and 
pay the tax as if it had been earned ratably. It starts 


as of January 1, 1939. (1939 CCH Index Volume, 
page 12,305.) 


For Lodge Members 


The new Social Security Act contains a boon to all 
fraternal orders. The salaries of the Secretary- 
Treasurer are specifically exempted. The Senate 
Finance Committee Report dated July 7 gives it a 
long paragraph under “Coverage.” Good reasons are 
given for the change, but the best reason is omitted. 
The lodges just weren’t paying and the collectors just 
didn’t have the time (or the inclination, often) to 
go after them. 

The New York State Tax Commission has requested 
the New York State Society of C. P. A.’s to assist it 
in revising the State Franchise Tax and the forms on 
which it is reported. Swell! Until you learn that it 
is in the interests of administrative simplicity—not 
rate reduction. The committee would particularly 
like to hear from out-of-state tax men who have to 
fill in Form 3-IT for corporations which are chartered 
in states other than New York. Address 15 East 
Forty-first Street, New York City. 

*x* * * * 

In the case of Kelley, Rabner and Greer the Second 
Circuit on July 17 held that “The District Court is 
sustained in denying return to defendants of papers 
seized by revenue agents.” (394 CCH f 9621.) 

Paul Pinkerton contributes the following (the 
Pennsylvania C. P. A. Spokesman gets an “assist”). 

“In the course of an audit, a firm of New York accountants 
requested that a title opinion be furnished covering a parcel 


of land in Louisiana. The New Orleans lawyer who was 
retained to check the title, rendered an opinion tracing the 
title back to 1803. 

“The accountants examined the opinion and wrote to the 
New Orleans attorney saying, in effect, that the opinion 
rendered was all very well as far as it went, but that the 
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title to the property prior to 1803 had not been satisfactorily 
covered. The New Orleans attorney replied as follows: 

“‘Please be advised that in the year 1803 the United States 
of America acquired the territory of Louisiana from the 
Republic of France by purchase; the Republic of France had 
in turn acquired title from the Spanish Crown by Conquest, 
the Spanish Crown having originally acquired title by virtue 
of the discoveries of one Christopher Columbus, a Genoese 
sailor, who had been duly authorized to embark upon his 
voyages of discovery by Isabella, Queen of Spain; Isabella, 
before granting such authority, had obtained the sanction of 
his Holiness, the Pope; the Pope is the vicar on earth of 
Jesus Christ; Jesus Christ is the son and heir apparent of 
God; God made Louisiana.’ ” 


The Shoptalker lifted this from The Texas Account- 
ant: 

“Now, about price cutters, let me leave with you this 
thought. Never speak unkindly of price cutters, never knock 
them. Because God made them the same as He made crabs, 
hornets, lizards, roaches, ants, centipedes, fleas, lice, bugs, 
wasps, snakes, skunks and other unpleasant things. In His 
inscrutable wisdom He made them. Why He made them, 
only He knows. Some day He may enlighten us, but up to 
now, why, I can’t understand.” 

a 

“A report that the Treasury established a new record in 
the 1939 fiscal year for convictions for tax evasion by persons 
it describes as ‘racketeers and politicians’ was made on July 15. 

“A total of 114 persons were indicted as the result of inves- 
tigations by the Intelligence Unit, and eighty-one were con- 
victed. Fines of $130,000 were imposed and additional taxes 


and penalties totaling $39,237,830 were recommended for 
assessment.” 


Students’ Department 


Twenty-eight hundred employees of New York 
Stock Exchange firms gathered in their offices at the 
close of business on July 10 and re-lived their school 
days. They were taking examinations to determine 
whether they were qualified to fill the new post of 
registered representative, a classification for employ- 
ees which now embraces all former security salesmen, 
security traders, foreign representatives, arbitragers 
and several other groups. 


Here is Question 10, and the answer as prepared 
by Mr. B. Schultz. 


Question: Mrs. Smith, who has a letter of intro- 
duction from a very good friend of yours, enters your 
office, gives your firm a check for $100,000 and asks 
you to advise her as to how she should invest this 
money. ‘The letter of introduction states that Mrs. 
Smith is a widow, but gives no other information. 
What do you consider the ten most important ques- 
tions you should ask her in order to obtain sufficient 
background to advise her? 


Answer: a. Age? 

b. Dependents? 
c. Estimated annual living expenses? 
d. Other assets? 

. Other income? 

. Knowledge of business and finance? 
. Insurance? 

. Any debts outstanding? 

i. Any extraordinary expenses expected 

in near future? 
Tax problems? 


_ Now, we wouldn’t dare quarrel with the authen- 
ticity of the answer, considering Mr. Schultz’s official 
position. But we do object to the form. In the ab- 
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sence of specific notation to contrary, people will take 
the ten points as being listed in order of importance. 
Taxation may not be first or even second, but it 
assuredly is not last. 

kk kx 


The Monthly Stock Digest Service, New York, has 
issued a form of much interest to security holders. It 
is in two sheets. The first provides for computing 
paper gains or losses on what you hold; the second 
the actual gains or losses on what you finally decide 
to sell. Both sheets are columnarized for the three 
time brackets, and a surtax table and instructions are 
included. ‘ 

* * * * 

The Practicing Law Institute had three-fourths of 
a column in the New York Times on July 16, and the 
next day started its summer sessions. Our estimate 
is that forty-five were in the Blattmacher elementary 
tax course, fifty in the Cochran practice and procedure 
course (both given in the morning) and thirty in the 
advanced course where a different man lectures each 
night. The total registration was a gain over last 
year. The biggest individual course of twelve was 
Cochran’s. Maxwell MacDowell of the Standard Oil 
Tax Department gave a fine lecture on taxation trends 
on the evening of July 20. 


* * * * 


Way back in April we ran a questionnaire in rela- 
tion to audit procedure. We got one rather heated, 
but well argued, objection to one of our proposed 
answers. It came from A. C. Kaufman, C. P. A., and 
was so interesting that we finally got around to dis- 
cussing the matter with him in person one: hot after- 
noon in August. No tax angles were presented, so 
we have turned the letter over to Mr. Glover, whose 
committee put out the questionnaire. We certainly 
like to make contacts even when we cannot publish 
the results. Another satisfaction was that we met 
Kaufman’s associate, Arthur Coorman, who contrib- 
uted one of the only dialogues this Shop has ever had 
from a patron. Darn good it was, too, and you can 
read it in the Certified Public Accountant, page 99 of 
the February, 1934 issue. 


* * #K * 


A new reader in Jamesburg, New Jersey, clipped 
the following from the New York Times of July 26: 


“Woman’s role as a taxpayer has presumably been affected 
by the same economic and fiscal changes as her brother 
suffers, In one field it is plain that the relative share of 
taxation carried by woman has shown an extraordinary in- 
crease; and that is tobacco. Opinions may differ as to whether 
women are doing themselves good or society good by smoking 
so many cigarettes, but there can be no question that they 
are a great comfort to the revenue collectors, federal, state 
and local. The federal tobacco tax alone is more than half 
a billion dollars. It was pointed out in an article on this 
page the other day that of seventeen cents paid for a pack 
of cigarettes in New York State, nine cents go to govern- 
ment. Roughly, the country’s tobacco tax is the same as the 
liquor tax. The drinking habits of women have also changed 
greatly in the course of a generation; but it has been nothing 
like the mighty surge of the cigarette pack in the handbag.” 


The Triumph of Ego 


Our Ego: “I really ought to publish that prophecy 
I made in 1934. Let the world know I’m good.” 
Our Conscience: “Or lucky. But why boast? Be- 


» 9) 


sides, no one likes a person who says, ‘I told you so’. 
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Kkgo: “But | have it coming to me. In 1929, I 
begged everyone I knew to sell all the stocks he 
had, and then sell some more. But after the crash, 
no one gave me any credit for being astute. This 
time I’ve got it in print.” 

Conscience: “So what? You’ve complained often 
enough that there is no profit in being a prophet.” 

Ego: “Yes. But someone must be writing the his- 
tory of the Public Salary Act; or should write it soon, 
and it might be overlooked. It wouldn’t be fair to 
posterity not to have my remarks on the record.” 

And with that wallop to the solar plexus, poor 
Conscience took the count. So we herewith reprint 
a paragraph from the March, 1934 Shop Talk. 

“There is some real importance to the Boston El decision, 
(case of Powers et al, First Circuit Court of Appeals, January 
9, 343A CCH 9048) entirely aside from the tax question. 
The liberality of the court’s dicta indicates that the consti- 
tution is in for a great revision, which having been accom- 


plished de facto will be sustained de juro whether we like it 
or not.” 


x aK * a 
One of the most readable decisions we have ever 
seen is that given by Judge Wilson of the District 
Court, Northern District of Texas, on July 11, case 
of Texon Oil and Land Co. The eight pages are packed 
full of vital data, but it is the Judge’s comments, and 
the Auditor’s testimony that hold one’s interest. Inci- 
dentally, we noted that in Texas one “takes the fall.” 
In New York we “take the rap.” (394 CCH { 9643.) 
There is a very curious twist to the Hardwick case 
memorandum decision on Docket No. 92162 (393 
CCH { 7399-G). The petitioner, “ who is not a mem- 
ber of our bar was represented by himself.” He lost 
but he must have been deemed a worthy opponent, 
for five lawyers are on the record for the Commis- 
sioner. 
* * *k * 
Arthur S. Fluno of Winter Park, Florida, 
tributes this: 
“Income tax is a most absorbing study. This ‘study’ is 
used advisedly. Continuous study is required of one who 
would make any pretense of acquiring and maintaining a 
working knowledge of this tax. All other brands of taxation 
are extremely simple when compared to it. The public 
accountant must ordinarily meet problems not only in federal 
income tax, but also in the curiously and ingeniously devised 
state income tax variations on the master system—a system 
that has has grown since March, 1913, to be without doubt 
the most complicated thing ever devised by the mind of man. 
Yet withal it is largely based upon sound accounting prin- 
ciples. To cope with it requires the more or less frantic 
accountant to exercise all his natural faculties and_ special 
abilities, including some abilities normally attributed to lawyers, 
whom he occasionally finds to consult on special problems.” 
The most astounding case we’ve seen in months is 
that of Clark, 40 BTA —, No. 58 (393 CCH § 7388). 
A “tax expert” having given erroneous advice was 
made to refund the excess tax to the taxpayer. The 
most satisfactory is that of Bingham on July 26, CCA-2 
(394 CCH 9636) reversing 38 BT. A 913 (393 
CCH § 7066). The Board gave a fifteen to one de- 
cision, but Smith the dissenter was right. The new 
decision is contrary to Rogers (394 CCH {§ 9490 and 
384 CCH { 7233) so we may expect a Supreme Court 
decision early in the winter. 
* * * * 


J. T. Flynn, who writes for the N. E. A. Service, 
Inc., on August 3, published this: 


“General Franco has adopted a neat little trick of levying 
upon every citizen or subject or victim, whatever you wish 


con- 
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to call the people of Spain, two weeks’ work each year. That 
is, the citizen must knock off from his ordinary occupation 
and devote two weeks to work in the service of the govern- 
ment. 

“He can, however, buy these two weeks back from the 
government by paying to it the sum he earns in those two 
weeks. A worker earning $10 a week could either go into 
the service of the government or hand over to it $20 and 
stick at his job. 

“There is in this incident a subject of thought for the 
American. Suppose that here the government gave us all 
the privilege, instead of paying taxes, of leaving our jobs 
and working for the government, how many days would we 
have to work? 

“The answer to that will astonish the American who is 
sympathizing today with the people of Spain. 

[The average American workman who earns a thousand 
dollars a year pays out in taxes $123.30 to the federal, state 
and local governments. That makes 12.3 per cent. Assuming 
there are 255 working days in the year—which would cer- 
tainly not be below the average—this means that the thousand- 
dollar-a-year man is working 28 working days in the vear 
for the government. There are cases where a salaried worker 
pays as high as 18 per cent of his earnings to the government, 
which means he works 50 days for the government—50 work- 
ing days.” 

‘ee = 


“The Toilet Goods Association, Inc., has issued a bulletin 
to guide its members in preparing tax returns under the re- 
cently enacted amendment to the Excise Tax Law of 1932 as 
related to toilet preparations. The bulletin is an outgrowth 
of a meeting of a committee representing the association with 
the miscellaneous tax unit of the Treasury Department.” 


Hoist by Our Own Petard 


From “A very constant reader” 


“*The way the administration is likely to do next month— 
Don’t get excited. We won't have real prosperity again until 
people see just what the regime is really going to do. It 
doesn’t make much difference what, as long as they announce 
a definite plan. It is the uncertainty which has been retarding 
our recovery.’ 

“The foregoing is not clipped from this week’s newspaper. 
It is taken from your own February, 1933, issue. You've had 
such a good time lately fooling us with old quotes that sound 
modern that you ought to enjoy this.” 

To which the Shoptalker replies: 
lion; 


“Thanks a mil- 
and they are still our sentiments.” 
* * * * 


We picked up the following in the columns of the 
The New York Motorist, issue of August, 1939: 


“The car owner is America’s Public Sucker No. 1, and the 
fact that he happens to be the goose that lays the golden eggs 


doesn’t stop politicians from whetting their knives or sharp- 
ening axes. 


“Barnum,—(poor old “P. T.!”)said that a sucker was born 
every minute. There are 31,536,000 seconds in every year, and 
that represents approximately the number of automobiles of 
all kinds which are upon the highways of the United States 


today. One every minute? There are more than one every 
second, Mr. Barnum! 


“Not content with diverting motor vehicle taxes to pur- 
poses other than highway construction and maintenance,— 


and in the Empire State the past few years that diversion 
amounted to over one-third of a billion dollars.” 


A. 1 A. 


Pi the morning session of the American Institute 

Accountants’ September 20 meeting in San Fran- 
cisco, there will be a discussion of new tax legislation 
and administration with Thomas Tarleau of the 
Treasury Department as the principal speaker. Law- 
yers will be welcome as guests upon advance app't- 
cation to the committee in charge. 
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IN CURRENT LEGAL PERIODICALS 


SHOULD THE FEDERAL INCOME 
TAX BE SIMPLIFIED? 


Robert B. Eicholtz, Member of Legislative 
Counsel’s Staff, U. S. Treasury Department 


48 Yale Law Journal, May, 1939, 
p. 1200-1220 


It has become axiomatic that the federal 
tax laws in general and the income tax in 
particular should be made less complicated, 
and that we should strive for both a simple 
tax law and a tax law simply stated. It 
is assumed on every hand that simplifica- 
tion will result in a fairer statute, in greater 
ease of administration and in a reduction 
of the expense and irritation that often 
accompany the proper computation of tax- 
paver’s liability. The argument for sim- 
plicity is usually considered so obvious as 
not to require further statement. When 
the question is examined, however, the sus- 
picion arises that the last thing the tax- 
payer would really want is this almost 
universally recommended cure-all for our 
tax troubles. 


_ The first effective federal attempt at an 
income tax was the Civil War Act of 1862. 
It comprised only eight sections and came 
near to taxing gross income. It subjected 
to tax income “from any source whatever” 
and allowed only a deduction for taxes 
“assessed upon the property from which 
the income is derived.” At that time even 
the Commissioner of Internal Revenue was 
moved to remark that the income tax was 
“deprived ... of all claims of public favor,” 
largely because of its “inquisitorial” char- 
acter. The law was slowly improved upon, 
and by 1870 had attained to some approxi- 
mation of a concept of net income through 
the allowance of a few additional deductions. 


_ The Act of 1894 allowed deductions for 
interest, business and farming expenses, 
taxes, losses from fires, storms and ship- 
wreck, and bad debts. By the 1913 Act 
seventeen pages were needed to write an 
Income tax law, though that document 
hardly seems formidable when compared 
with the more than one hundred and forty 


Pages which were required for the Revenue 
Act of 1938. 


In sheer bulk the income tax act has 
grown with fearsome rapidity. In the 
space of 25 years its length has increased 


approximately eight-fold. But the present 
Act itself does not include all the law on 
the subject. The new Internal Revenue 
Code contains, in addition to the provisions 
of the Revenue Act of 1938, many mis- 
cellaneous provisions relating to income 
tax which were taken from the Revised 
Statutes or from previously unrepealed por- 
tions of prior Revenue Acts. The Revenue 
Act of 1938 was the thirteenth major effec- 
tive change in the income tax law since 
1913, not including various amendments 
which were introduced by non-revenue 
legislation such as the National Industrial 
Recovery Act. 

Necessarily, little of this material is 
couched in layman’s language. The tax- 
payer cannot hope to cope with its vast 
bulk, its involved language or its infinitude 
of technicalities. The lawyer or accountant 
who does not specialize in tax matters 
often feels himself equally at a loss. It has 
been rather appropriately stated that “our 
Federal tax scheme has become one of the 
law’s most fearsome technical toys.” 

The faculty taxes of colonial times were 
almost absurdly simple, yet no one would 
argue for their fairness. A gross receipts 
tax would do away with most of the vex- 
ing and complicated problems which arise 
under an income tax, but it would not even 
approximate a reliable measure of a tax- 
payer’s ability to pay. A tax on gross in- 
come would be simpler than one on net 
income, yet it would take no account of 
such variables as the expenses incurred in 
one’s trade or business which are now al- 
lowed as deductions. Equity and simplicity 
do not always go hand in hand. 


Gpeructry MAY BE GAINED AT THE SACRIFICE 
of certainty. “Ordinary and necessary 
expenses in carrying on any trade or 
business,” allowed as a deduction, is a simple 
and non-technical phrase the meaning of 
which seemingly should be clear to the 
least sophisticated. But several hundred 
decisions extending over a period of many 
years have not yet established with cer- 
tainty its precise meaning when applied to 
a given situation. 

Nor does simplicity always make for ease 
of administration. Many of the complexi- 
ties of the present capital gains and losses 
provisions could be eliminated by the adop- 
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tion of the recommendation of the Twen- 
tieth Century Fund that “every holder of 
property ... be required to report the 
value of his holdings at the end of the 
year, and enter the gain—or loss—that had 
accrued since the end of the previous year, 
or since the date of purchase if he bought 
within the year.” 


Much can be done in the direction of sim- 
plifying the administrative provisions of 
our tax laws. Many of these provisions are 
antiquated, dating from the Revised Stat- 
utes of 1879. Many bear little or no rela- 
tion to present conditions and present tax 
levies. Many have been encrusted with 
whole series of amendments which render 
them painfully confusing or utterly mean- 
ingless. Our present mechanism of pro- 
ceedings and appeals is undoubtedly too 
cumbersome and is ill-adapted to bear the 
large amount of highly specialized litigation 
which it is compelled to carry. 


HE TAX COULD BE WRITTEN WITH BUT FIVE 
T essential substantive sections. All of the 
rest of the statute is for the relief of the 
taxpayer. The relief falls into certain gen- 
eral categories, which it may be appropriate 
to outline briefly. 


In the first place, there is an extended 
list of deductions which may be taken from 
gross income to compute net income. In- 
dication has already been given as to how 
this list has expanded from the time of the 
first federal income tax law. The present 
Section 23 is about four pages long, con- 
sisting of eighteen subsections besides the 
related subsections of Section 117. 


Adequate provision has yet to be made, 
however, for deduction of previous net op- 
erating losses. The 1938 Act took a step 
in this direction by including a subsection 
allowing a one-year net operating loss 
carry-over in computing corporate sur- 
taxes. 


A second group of provisions grants de- 
ductions for income which is used for 
certain specified purposes and which for 
reasons of equity is exempted from tax or 
taxed at a lower effective rate. The deduc- 
tions for charitable contributions and 
amounts paid in to employees’ pension 
trusts are examples of this group. These 
deductions are allowed because such contri- 
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butions partially relieve the Government of 
the financial burden of contributing for the 
relief of distress and the security of the 
aged. There are also the personal exemp- 
tions of $2,500 and $1,C00 allowed to mar- 
ried and single taxpayers respectively, as 
well as the $400 credit for each dependent. 
Such exemptions are based on the theory 
that the amount of income that is consid- 
ered necessary for subsistence should not 
be taxed. 

































































—- GROUP-OF SECTIONS ALSO MAKES SPE- 
cial provision for particular kinds of in- 
come, in this case because of the source 
from which the income is derived. Eighty- 
five per cent of the dividends received by 
a corporation are exempted from tax, since 
otherwise a single distribution might be 
fully taxed many times before reaching the 
hands of the individual stockholders for 
whose ultimate benefit the distribution was 
made. 

The most important and controversial 
provisions in this group, however, are those 
dealing with the taxation of capital gains. 
Long ago the Supreme Court decided that 
the term “income” included capital gains. 
It has always been felt that the inclusion 
of such gains in the statute was justified, 
since it would not be reasonable to tax the 
salaried employee and professional man 
while exempting the dealer and speculator 
in land or securities. Until 1922 capital 
gains were taxed in their entirety at the 
full normal and surtax rates, thus making 
for relative simplicity of statutory lan- 
guage. All revenue acts starting with the 
1921 Act have contained some device 
whereby a lower effective rate is imposed 
on long-term capital gains than upon ordi- 
nary recurrent income. Until 1934 this was 
done by giving the individual his choice be- 
tween the ordinary surtax brackets and a 
flat rate on capital gains somewhat lower 
than the highest brackets. The 1934 Act 
therefore abandoned the optional rate and 
provided that only a percentage of the gain 
was to be taken into account for tax pur- 
poses. The longer the asset was held, the 
smaller the percentage of gain taken into 
account. 

The 1931 Act permitted no deduction of 
capital losses. Further complications have 
been introduced into subsequent acts by the 
allowance of such a deduction to a varying 
extent. The 1938 Act is particularly liberal, 
and lengthy, in this respect. Short-term 
losses are deductible only from short-term 
gains, but a one-year carry-over of the ex- 
cess of such losses is permitted, to be ap- 
plied against the short-term gains of the 
following year. Long-term losses taken 
into account are deductible from gross in- 
come or thirty per cent of such losses are 
credited against the tax whichever method 
results in a greater tax. 

The 1938 Act provided for the non-recog- 
nition of gain upon certain exchanges ef- 
fected by registered holding companies in 
obedience to orders of the Securities and 
Exchange Commission. Jt also postponed 
the taxation of gains in excess of accumu- 
lated earnings or profits realized upon the 
liquidation of personal holding companies. 

The fourth group of relief provisions as- 
sures favored tax treatment to a wide 
variety of special classes of taxpayers. 











































































































































































































































































































































































































justifiable. For instance, the unfairness 
that would result from applying the indi- 
vidual surtax rates to the net incomes of 
corporations is obvious to all, Even fur- 


























































Some of this favored treatment is eminently | 
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very small corporation. 


trusts and partnerships. 


A partnership is not taxed at all. 


tributed or not. 


the Statute are completely 


China Trade Act corporations. 


shareholders. 


the income tax law, those sections of the 
Act which are designed to prevent avoid- 
ance of taxes. At first blush these sections 
would scarcely seem to be relief provisions. 
That the characterization is apt, however, 
will appear after a moment’s reflection. If 
certain large taxpayers escape their propor- 
tionate share of the tax burden, the burden 
on the taxpaying public is correspondingly 
increased. Every provision which brings 
in fugitive tax dollars relieves the average 
taxpayer of a part of that burden. For the 
very reason that these sections deal with 
a class of taxpayers which, by definition, 
is prone to take advantage of every dis- 
coverable loophole in the law, it is particu- 
larly important that they be made 
invasion-proof. 


Loophole plugging is not confined to cer- 
tain isolated portions of the Statute. It is 
almost axiomatic that nearly every general 
relief provision granted by Congress was 
taken advantage of by some taxpayers. It 
would be simple to prevent this by abrogat- 
ing the relief provisions altogether, but the 
more equitable method which has generally 
been adopted is to restrict their applica- 
tion. 

Another favorite method by which the 
Statute was used to secure an unfair ad- 
vantage appeared when a taxpayer claimed 
a deduction which he had already taken in 
an earlier year with respect to which the 
assertion of a deficiency was barred by the 
Statute of Limitations. If the later vear 
was then finally determined by the courts 
to be the proper one in which to take the 
deductions, the taxpayer congratulated 
himself upon having secured a double de- 
duction by maintaining an inconsistent 






































ther relief is warranted in the case of the 
Presumably it is 
young and growing, it does not have ready 
access to the capital market and may need 
to retain a large proportion of its earnings. 

Still greater concessions are made to 
In the case of a 
corporation, a tax is imposed upon the re- 
ceipt of income by the corporation and 
another tax is later imposed on the bene- 
ficial owners upon receipt by them of the 
same income in the form of dividends. A 
trust, on the other hand, is taxed separately 
only on the part of its income which is not 
currently distributed to the beneficiaries. 
The dis- 
tributive shares of its income are included 
in the returns of the partner, whether dis- 
In this connection note 
the further relief, and the further complica- 
tion, contained in the Revenue Act of 1938. 


Numerous special deductions and exemp- 
tions which have insinuated themselves into 
indefensible 
from the standpoint of tax equity. There 
is no apparent reason for the complete ex- 
emption of building and loan associations 
and for the almost complete exemption of 
The pres- 
ent depletion provisions result in a hidden 
subsidy of the oil and mining industries. 
The exclusion from taxation as dividends 
of distributions made from earnings or 
profits accumulated prior to March 1, 1913 
results in the shareholders of a few cor- 
porations securing treatment more favor- 
able than that accorded the generality of 


OGIC LEADS TO THE NEXT GROUP OF PRO- 
visions—a group which is responsible for 
the most detailed and involved portions of 
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position with respect to two different tax- 
able years. Section 820 of the 1938 Act 
attempted to remedy the resulting cliaos, 
If, in certain specified situations, it is finally 
determined that a certain item is to be in- 
cluded in or deducted from gross income in 
any taxable year, and such item was also 
included or deducted in a previous year, an 
adjustment will be made with respect to 
the tax for the previous year despite the 
fact that such adjustment would otherwise 
be barred by the Statute of Limitations, 
The Section is long and very complicated, 
even though it does not cover every situa- 
tion of this type. But it was a monumental 
task to remedy this defect in the tax laws, 
while preserving, at the same time, the 
principle that the Statute of Limitations 
should insure a decent burial of stale claims, 
Much of the extensive friction and litiga- 
tion which is concerned solely with al- 
locating items to the proper year should be 
eliminated by these new provisions. Any 
perfection of Section 820 will probably re- 
quire its further expansion. 


It is a commonplace that modern eco- 
nomic life is extraordinarily complex, but 
the implications of this fact are not suffi- 
ciently realized in the field of tax legislation. 
We can and should modify our ad- 
ministrative procedure; we can and should 
eliminate much of the present overlapping 
of state and federal taxation. But since 
we have a revenue law which measures tax- 
able capacity by so complex a standard as 
net income, that law cannot and should 
not be simple in structure. 


Any pro;ision of a tax law sounds sim- 
ple when it is stated in general terms. This 
is because the results intended to he 
reached usually are fairly simple. Compli- 
cations ensue only when there is an attempt 
to effect these results by statutory language 
which will apply with certainty in all cases. 
For example, the language of the surtax 
on undistributed profits contained in the 
1936 Act was generally hailed as a 
super-technical monstrosity. When the cor- 
porate tax plan of the 1938 Act was an- 
nounced, newspaper editorials appeared in 
praise of its clarity and simplicity. 


f yom ARE NEVERTHELESS SEVERAL SUGGES- 
tions for simplifying the income tax 
which do not involve removing either relief 
provisions or the safe-guards with which those 
provisions must necessarily be surrounded. 


1. The first of these involves the fre- 
quent complaint that taxable income does 
not in all instances correspond to account- 
ing income. 

2. A second plan advocates some sort of 
optional tax on gross income. 

3. The third and most widely advocated 
suggestion involves a new departure in 
legislative drafting of the income tax. The 
contention is made that it is a hopeless 
task to write a statute which will include 
every detail and cover every conceivable 
case. 

Without doubt such a drafting scheme 
would result in a statute simply and clearly 
stated. But it would certainly not result 
in a simple tax law. The same details 
would have to be worked out, and the same 
long series of specific applications deter- 
mined. 

The tax liabilities of the majority of tax- 
payers can still be ascertained by referring 
to the Revenue Acts, even though it may 
often take some concentrated effort to do 
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so. Under a statute written exclusively in 
general terms, no tax liability could be de- 
termined until the courts had passed upon 
the specific question involved. This would 
usually take several years. Few tax ques- 
tions are ever put at rest until they have 
been interred in the United States Supreme 
Court Reports, except in the rare instances 
in which every Circuit Court of Appeals 
and the Court of Claims are in accord and 
no writ of certiorari is granted. In the 
meantime, the issue is usually obscured by 
amass of conflicting decisions. 


Nor is the Supreme Court itself invari- 
ably prompt to illuminate every dark cor- 
ner of an obscure problem. Remarkably 
enough, the general provisions of the stat- 
utes give the most trouble. Some of the 
undefined general terms in the Revenue 
Act which have occasioned the most un- 
certainty have already been enumerated. 


4, The final suggestion for simplification 
to be mentioned is one proposing the en- 
actment of a statute in general terms, 
leaving the details to be filled in by admin- 
istrative regulation. 

The bewilderment of the average small 
taxpayer whose income is derived from 
wages and salaries has been somewhat 
exaggerated. Nearly ninety per cent of all 
individual taxpayers filing returns for 1935 
reported incomes of less than $5,000. No 
matter how relatively simple the income 
tax could be made, the larger taxpayer 
would be compelled to seek professional 
advice with respect to his more complicated 
transactions. Lawyers no longer regard 
tax law as an esoteric technique to be em- 
ployed only by the specialists. They have 
come to realize that they must have at least 
a working knowledge of a field which so 
vitally affects the interests of their clients. 
Indispensable as it is to an adequate knowl- 
edge of many other branches of the law, 
they are discovering that its mysteries are 
not as unfathomable as they had once sup- 
posed. 











































RECENT RULINGS AND DECISIONS 
ON THE TAXATION OF ESTATES 
AND GIFTS 


Carl L. Bumiller, Member of the 
Cincinnati Bar 


13 University of Cincinnati Law Review, 
May, 1939, p. 355-381 


Recent statutory changes and frequent 
vacillation in current court decisions and 
administrative rulings, are contributing to 
an already large area of uncertainty in fed- 
eral taxing laws on estates, gifts, and trusts. 
This not only is very unsatisfactory to 
counsel who is retained to draft a plan of 
estate disposition, but also is decidedly dis- 
advantageous to the tax interests of his 
client. Obviously, it is impossible to dis- 
cuss here the innumerable variations in tax 
problems arising under the federal estate 
and gift tax laws, or pertinent sections in 
the income tax law. 


The avoidance of controversial issues is 
an essential in any estate plan. Many estate 
problems may be resolved into a judicious 
utilization of exemptions and graduated 
scales of rates in the federal gift and estate 
lax statutes. 


In the calculation of gifts subject to 
taxation. Section 504 (b) of the gift tax 
Statute, before amendment by the Revenue 
Act of 1938, excluded the first $5,000 of 
gifts made to any one person during the 
















































DIGESTS OF ARTICLES ON TAXATION 


calendar year, except gifts of future inter- 
ests. Accordingly, a donor could make 
numerous small gifts without accounting 
for them on a gift tax return. The 1978 
Act has reduced this exemption to $4,000 
beginning with gifts made in 1939, and in 
addition, has denied it to gifts made in 
trust. The $4,000 exclusion is in addition 
to the $40,000 specific exemption which 
attaches to reported net gifts only after the 
excludable portion is eliminated from the 
return. 

A contract of life insurance is to be dis- 
tinguished from an annuity for purposes of 
the insurance exemption. Generally, as 
annuities are not life insurance, they are 
denied the advantages of the $40,000 ex- 
emption. 


The interrelation and progression of 
rates in the federal estate and gift tax laws 
also favor the making of some gifts. The 
respective rates in the two laws become 
progressively larger on the upper portions 
of an estate or gifts. Because of this fact, 
every gift of property removes it from the 
topmost part of an estate taxable at high 
rates and in turn merely subjects it to the 
lowest gift tax rates, and this only after 
the $40,000 specific gift tax exemption is 
applied. The gift tax is cumulative. As 
gifts are made by a donor over a period of 
years, the later gifts are taxed at higher gift 
tax rates. 

The gift tax rates are onlv three-fourths 
of those on estate but the gift tax must be 
paid at the time of the gift. whereas the 
estate tax is deferred until death. 

The Ohio inheritance tax law does not 
present many difficulties in rates or credits. 
However, insurance proceeds pavable to 
the estate of the insured are taxable in the 
same manner as other propertv. whereas 
those payable to named beneficiaries are 
entirely exempt, whether or not the insured 
may have retained ownership and control 
of the policy. 


Amendments to the Federal estate tax 
law from time to time have made it in- 
creasingly difficult for an individual to re- 
tain control over assigned property or its 
income, without incurring the tax. For 
example, section 302 (c) of the Revenue 
Act of 1926 now provides in part that the 
gross estate of a decedent must include any 
property transferred by him, if he has re- 
tained for his life or for any period not 
ascertainable without reference to his death 
or for any period which does not in fact 
end before his death: (1) the possession or 
enjoyment of, or the right to the income 
from, the property; or (2) the right, either 
alone or in conjunction with anv person, 
to designate the persons who shall possess 
or enjoy the property or the income from 
it (except for a bona fide sale for an ade- 
quate and full consideration in money or 
monevy’s worth). 

This section also requires inclusion in the 
gross estate of the decedent, of property 
transferred in contemplation of death, or 
where the transfer was intended to take ef- 
fect in possession or enjoyment at or after 
death. Whether or not an individual has 
made a transfer in contemplation of death, 
is a question of fact in each case. The 
issue of contemplation of death has been 
raised on some transfers which were made 
partially or primarily to reduce income or 
estate taxes. 

Many unusual factual situations arise 
under other provisions of the transfer sec- 
tions, relating to transfers intended to take 
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effect in possession or enjoyment at or 
after the death of the transferor, and those 
under which he has retained the income 
from property or the right to designate the 
persons who are to enjoy the property or 
its income. Sections 302 (c) and (d) of 
the Revenue Act of 1926, as amended, make 
it virtually impossible for an individual to 
retain any rights in transferred property, 
or its income, or make its devolution de- 
pendent upon the event of his death, 
without subjecting it to tax. Analogous 
provisions in many state Jaws, including 
those of the state of Ohio, reach these 
transfers in like fashion. 

F AN INDLVIDUAL DESIGNATES HIMSELF EITHER 

sole or co-trustee of a trust, the mere fact 
that he is trustee of his own trust, will not 
subject it to the estate tax. However, if 
he retains the power either individually or 
as trustee, to revoke the trust in whole or 
in part, or to alter the shares and interests 
of the respective beneficiaries, the trust 
property will be a part of his gross estate. 

Suppose that a husband creates an irre- 
vocable trust by an inter vivos transfer, 
under which he gives to his wife the income 
for life, and a special power of appointing 
any of their issue by will, to take the in- 
come from the trust property for his life, 
and that the wife has full power of delega- 
tion. Section 302 (f) of the Revenue Act 
of 1926 as amended, taxes any property 
passing under a general power of appoint- 
ment exercised by the decedent by will. The 
inheritance tax laws of some of the states, 
including those of Ohio, tax both general 
and special powers of appointment on both 
their exercise or non-exercise. 


The desire of an individual to retain some 
measure of control over his property has 
found other outlets. There immediately 
arises the question of taxability of the trust 
property as part of his estate because of 
this possibility of his reacquiring it. The 
Supreme Court has decided this issue in 
several cases. (Helvering v. St. Louis 
Union Trust Co., 296 U. S. 39, 56 Sup. Ct. 
74 (1935); Becker v. St. Louis Union Trust 
Co., 296 U. S. 48, 56 Sup. Ct. 78, (1935)). 


Another provision of the federal income 
tax law may cause considerable difficulty. 
Death proceeds generally are exempt from 
the income tax levy. Accordingly, the 
beneficiary of a life insurance policy need 
make no return of the proceeds received by 
him upon the death of an insured indi- 
vidual. However, the statute specifically 
provides that if a policy is assigned for a 
valuable consideration, the death proceeds 
less the sum of the consideration and sub- 
sequent premiums paid by the assignee, 
should be included in gross income. 

The recent Hacker case (36 BTA 659) 
ruled that policy continued to be tainted or 
impressed with an assignment made for a 
valuable consideration, although another 
assignment for love and affection was after- 
wards made. 

In recommending an assignment of life 
policies by the insured, to another indi- 
vidual to reduce the amount of insurance 
in his taxable estate, this provision of the 
income tax law should be kept in mind. 
Wherever possible, an assignment for a 
valuable consideration should be avoided, 
for if such an assignment once appears in 
the chain of title to the policy, the Hacker 
case is authority that it cannot be removed 
by further gratuitous assignments. 
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OF MORTGAGORS AND 
MORTGAGEES 


New Jersey and Federal Bars 


48 Yale Law Journal, June, 1939, 
p. 1315-1333 























the many foreclosure proceedings 
tuted at the depth of the Depression. 






























and mortgagees. 







that a mortgagee is in receipt of taxable 
income when his bid price at a foreclosure 
sale includes the interest due on the prin- 
cipal of the mortgage. In Helvering v. 













U. S. 216, the Supreme Court sustained the 
Commissioner of Internal Revenue in an 
assertion that a mortgagee was in receipt 
of taxable interest when it bid at the fore- 
closure sale the principal of the mortgage 















amount of the debt and the interest due to 
the payment of the bid, and that it was 
immaterial that the value of the properties 









the mortgage debt. The bid of the mort- 
gagee was regarded as being the equiva- 
lent of a bid by an outsider, and, under 
familiar principles of constructive receipt, 
the Court held that the taxpayer had in 
effect received payment in full of the mort- 
gage debt, plus interest, and had applied 
the cash so constructively received to the 
purchase of the property at the foreclosure 
sale. 

It should not be assumed from the Mid- 
land Mutual case that the mortgagee receives 
taxable interest income where there is a 
voluntary surrender of the mortgaged 
premises without any foreclosure proceed- 
ings. There is then an exchange of the 
debt for the land. Where the property so 
surrendered has a value at the time of ac- 
quisition by the mortgagee not in excess 
of the principal amount of the loan, the 
due and unpaid interest is not taxable in- 
come to the mortgagee. 


It is a poor argument that cannot be 
used by both sides: the corollary of the 
rule of the Midland Mutual decision is that 
the mortgagor in the situation involved 
becomes entitled to a deduction of interest 
constructively paid by him. The Board 
of Tax Appeals has so held. Blossom, 38 
BTA 1136. 

Except to the extent that the capital gain 
and loss provision may apply, if the mort- 
gagee reacquires the property, any deduc- 
tion allowable to a mortgagee is a deduction 
under the worthless debt provision of the 
Revenue Act. The mortgagor, on the other 
hand, is the owner of property, as distin- 
guished from a debt secured by the prop- 
erty. He must, therefore, seek elsewhere 
in the Statute for his deduction. His de- 
duction, if any, dependent upon the 
provision allowing for the deduction of 
losses in transactions in trade or business, 
or entered into for profit, and the further 
so-called capital gain and loss provision. 
Worthless debts were formerly deductible 
in their entirety, whereas the deductibility 
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FEDERAL INCOME TAX PROBLEMS 


Randolph E. Paul, Member of the New York, 


We are beginning to harvest a crop of 
tax problems which have their origin in 
insti- 

We 
have discovered that foreclosure proceed- 
ings, and indeed, even voluntary convey- 
ances in lieu of foreclosures, pose many 
awkward problems for both mortgagors 


Several lower federal courts have held 


Midland Mutual Life Insurance Company, 300 


debt plus accrued interest, applying the 


foreclosed was less than the principal of 
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of capital losses was _ severely 


registered form. 


It is axiomatic that losses, to be deducti- 
ble for tax purposes, must be actually 
This requirement is often ex- 
pressed in a different way by the statement 
that there is no deductible loss until there 
is a closed or completed transaction. Mere 
loss or diminution in value is not enough 
There 
must ordinarily be a sale or other disposi- 
But the 
not 
such a simple matter when the question 
i The latest Treas- 
ury Regulations phrase this principle as 


sustained. 


to constitute a closed transaction. 


tion of title to the property. 
definition of a closed transaction is 
arises in concrete cases. 


follows: “.... losses for which an amount 


may be deducted from gross income must 
be evidenced by closed and completed trans- 
actions, fixed by identifiable events, bona 
fide and actually sustained during the tax- 


able period for which allowed. Substance 
and not mere form will govern in deter- 
mining deductible losses.” 

In cases where there has been a fore- 
closure proceeding, the Treasury, 


stated at first that the loss of the mortgagor 
was deductible in the year of the fore- 
closure sale, and was not to be postponed 
until the year in which the period of re- 
demption expired. But this sensible position 
did not survive the test of Board approval 
in the J. C. Hawkins case, 34 BTA 918. 
There the Board, disregarding distinctions 
of degree of title divestment upon tax sales, 
held that there could be no closed trans- 
action giving a deductible loss to the mort- 
gagor until the expiration of his period of 
redemption. The Treasury accepted this 
legalistic conclusion, and its determined 
position is now the one stated by the Board 
in the Hawkins case. The same principle 
has even been applied in determining the 
year of deductibility for worthless stock 
held by a shareholder in a corporate mort- 
gagor. As a wooden rule of thumb, its 
application in such a case would seem 


clearly indefensible. 
A GAINST THE TREND OF THE EARLIER 
decisions stands the case of Denman v. 
Brumback, 58 Fed. (2d) 128. There a tax- 
payer, who had charged off on his books land 
which had become worthless, was permitted 
to deduct his loss in 1922, even though legal 
title to the land, pursuant to tax sale, was 
not transferred until the following year. 
The case was distinguished on the theory 
that the bond issue authorization and spe- 
cial tax assessment making the land worth- 
less were identifiable events not appearing 
in the other cases. But this distinction 
can hardly survive the recent decision of 
Rhodes v. Commissioner, 100 Fed. (2d) 966, 
in which the same court turned the “search- 
light of reason” on the principle that a loss 
on real estate is not deductible so long as 
the taxpayer retains title. 

The next question is whether the mort- 
gagor sustains an ordinary or a capital 
loss. It is important because ordinary 
losses are deductible in full, whereas the 
deduction of capital losses is severely lim- 
ited by the Statute. An ordinary loss may 
not require a sale or exchange, whereas 


limited. 
Worthless debts are still deductible in full 
unless the debt is represented by corporate 
bonds, debentures, notes, or evidences of 
indebtedness with interest coupons or in 


in a 
series of General Counsel’s Memoranda, 
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“capital gains” or “capital losses” arise on 
from the sale or exchange of capital asset: 
as that term is defined in the Revenue Aq 
of 1938. 


OME TIME AGO IN A GENERAL Counsp’ 
Memorandum, it was ruled, without cop. 
sideration of the question whether th 
mortgagor had any personal liability, thy 
upon the loss of property by foreclosur 
the mortgagor sustains a capital loss. |; 
a later ruling, affecting the status of th 
creditor’s loss, it was recognized that the 
compromise of a debt for a cash consid. 
eration because of the inability of th 
debtor to pay does not result in a capita 
loss, but rather an ordinary loss. Notwith. 
standing this mortgagee ruling, the Treas. 
ury is apparently still sticking, withouw 
refinement, to the position that the loss of 
the mortgagor is a capital loss; but the 
Board, in a series of cases, has partially 
overruled this position. The Circuit Cour 
of Appeals for the Third Circuit, in a grow 
of cases each of which involved a fore. 
closure sale for a price less than the amount 
of the mortgage, leaving nothing for the 
taxpayer, has affirmed the Board in treat- 
ing the loss involved as an ordinary loss, 
In Com’r v. Freihofer, 102 F. (2d) 787, the 
court placed its decision on three grounds: 
(1) That the intention of Congress was not 
to include involuntary sales in Section 117; 

(2) That the word “‘sale’’ in its usual signi- 
fication means a voluntary sale for a considera- 
tion and not a sheriff’s sale in which the owner 
of the property is not a party and receives no 
consideration; and 

(3) That the mortgagor’s properties had be 
come wholly worthless at the time of fore- 
closure, so that the foreclosure sales had no 
reality as sales so far as the taxpayer's equities 
of redemption were concerned, it being impos- 
sible to sell what has wholly disappeared. 

A distinction was made in another recent 
decision of the Board in the Betty Rogers 
case, 37 BTA 897, aff'd, 103 Fed. (2d) -, 
in which the taxpayer and his wife paid 
cash for property, assumed the note se- 
cured by a mortgage upon the property, 
and delivered their own note secured by a 
trust deed on the property. 

Even if the Rogers doctrine should be 
finally upheld, a large corner has been 
chipped off its compass by Section 117(a) 
(1) of the 1938 Act, which now allows a 
full loss upon the sale or exchange of de- 
preciable property. Therefore, even if there 
is a sale by the mortgagor, he will now be 
entitled to an ordinary deduction with re- 
spect to the allocable amount representing 
buildings on the mortgaged property— 
assuming them to be business buildings, 
as in the Rogers case. 

The Treasury takes the position that the 
mortgagee has a closed transaction in the 
year of foreclosure, resulting in gain of 
loss by reference to the market value at 
the date of foreclosure sale. This conclu- 
sion has two questionable aspects. The 
reference to market value is of dubious 
legality, and more basically, it is open to 
reasonable doubt whether there is a closed 
transaction at the time of foreclosure. 


Although the difference between the basis 
for the debt and the bid price is apparently 
an ordinary loss where the mortgagee buys 
the property at a foreclosure sale, the Board 
has held in the Bingham case, 38 BTA 915, 
that a creditor has a capital loss where 
he reacquires property by means of a set- 
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‘lement, the value of the property at the 
time being less than the amount of the notes, 
ae a release and cancellation of the mort- 
gage and surrender of the notes being part 
j the transaction, 

NDER THE RULE SET FORTH IN THE 

Regulations, the loss of the mortgagee 
upon a foreclosure i is split into two separate 
parts where there is a deficiency and the fair 
market value of the property differs from 
the bid price. One part consists of the dif- 
ference between the mortgagee’s basis for 
the principal debt and the bid price (the 
amount of the deficiency). This would con- 
stitute an ordinary bad debt if the deficiency 
were uncollectible, as one must admit it 
usually unless he is “methodically ig- 
norant of what everybody knows.” The 
other part consists of the difference between 
the bid price and fair market value of the 
property, which would constitute a capital 
ese perhaps (?) gain, if the fair market 
value of the property exceeded the bid 
price. 

A summary of the confusion in the 
authorities shows the ridiculous hodge- 
podge of conflicting rules for the guidance of 
mortgagors and mortgagees in a depression 
period. The law and administrative rul- 
ings seem to be in the following condition: 


(1) Irrespective of the fair market value 
of the property, a mortgagee constructively 
receives taxable income if his foreclosure 
bid price includes accrued interest; the mort- 
gagor has an equivalent item of deductible, 
constructively paid interest. Unless the 
fair market value of the property is equal 
to the principal debt plus accrued interest, 
however, the mortgagee receives no taxable 
— if his mortgagor is obliging enough 

) lose his interest deduction by deeding 
the property voluntarily to the mortgagee. 

(2) A mortgagor’s loss on foreclosure is 
deductible at the time of foreclosure sale 
in states, like New York, which allow no 
period of redemption, but not until the equity 

of redemption has expired in states, like 

California, which allow such a period; but 
if the mortgagor deeds the mortgaged prop- 
erty voluntarily to the mortgagee, his loss is 
deductible when he does so, wherever the 
property may be situated. 


ay A _mortgagor’s loss is an ordinary 
ss if his property is taken from him by 
ok it is an ordinary loss if the 
mortgagor is not liable for the mortgage 
debt and voluntarily deeds the mortgaged 
property to the mortgagee; it is a capital 
loss if the mortgagor is liable for the mort- 
gage debt and secures a release of indebt- 
edness upon his voluntary conveyance, 


(4) The mortgagee’s bad debt is deduct- 
ible at the time of acquisition of the mort- 
gag ed Property, it is not postponed, as is 
the mortgagor’s loss, to the later date of 
expiration of the period of redemption. 

But there is much to be said for the argu- 
ment that the mortgagee has no loss de- 
duction whatever when he acquires the 
mortgaged property. 

(5) If the mortgagee compromises the 
mortgage debt for cash with a debtor who 
'sunable to pay, he has a bad debt deduc- 
tion, but if he releases the debtor from 
obligation, in return for a conveyance of 
the property, he has a capital loss. If the 
mortgagee forecloses, he may have no bad 
lebt deduction, a capital loss, both a bad 
debt deduction and a capital loss, or even 
4 bad debt deduction and a capital gain, 
depending upon the relationship in amount 


of the mortgage debt, the bid price and the 
market value of the property. But this 
administrative rule may be wrong; it may 
be wrong if the bid price controls, as inti- 
mated in the Midland Mutual Life case. 

(6) If the market value controls, as the 
Regulations state, the basis of the fore- 
closed property in the hands of the mort- 
gagee is that market value; if the bid price 
controls, as intimated in the Midland Mu- 
tual Life case, the basis is that bid price. 
If the law settles in favor of the bid price, 
there will be many claims for double taxa- 
tion upon the resale of the property by 
the mortgagee, and likewise many claims 
for double deduction, except as Section 820 
(operative only for years after 1931) or the 
doctrine of estoppel ameliorates this con- 
fusion. 

As things are now in the case of mort- 
gagors, the general rule is controlled by 
the special case. Things should be put 
the other way around; we need a rule for 
breaking a rule. A realistic statute could 
state a useful and workable rule which 
recognized that redemption by mortgagors 
is sufficiently infrequent to permit the al- 
lowance of loss when it actually occurs, 
and that the rare case of redemption may 
be covered by special provision, such as 
the one we have adopted for recovered bad 
debts. 


TAXATION OF CORPORATIONS UN- 
DER U. S. INCOME TAX LAWS 


Herbert S. Avery 


8 Law Society Journal, May, 1939, 
p. 509-524 


Corporations constitute the vehicles by 
which so much of modern business is trans- 
acted that of necessity Congress has been 
obliged to devote much legislative atten- 
tion to the methods for obtaining taxable 
income from corporations. The ordinary 
business corporation being the most com- 
mon class has received the general atten- 
tion. Insurance companies have been set 
into a class by themselves and of insurance 
companies life insurance companies have 
been set off from other insurance compa- 
nies. Foreign corporations are given spe- 
cial treatment. Personal holding corporations 
are recognized as a special class. Chari- 
table, religious and educational corporations 
are favored with various exemptions and 
then special attention is given to China 
Trade Act corporations. 

All taxation of corporations must rest on 
the basis of a valid and effective legislative 
enactment, either general or special, which 
must be in clear and unambiguous language, 
which must be construed in such a reason- 
able manner as to give effect to the plain 
intention of the Legislature, so that even 
though liability for a tax is not expressly 
provided for, if there is no doubt of the 
intention of the Legislature to tax, such 
liability, nevertheless exists. Like statutes 
imposing taxes on individuals, statutes im- 
posing taxes on corporations or their prop- 
erty must be given a construction most 
favorable to the taxpayer. A tax may be 
imposed on the property of a domestic cor- 
poration within the state, whatever business 
it may be engaged in. The tax may take 
the form of a tax for the privilege of exer- 
cising its franchise within the state meas- 
ured by the value of the property in the 
state. 
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DIGESTS OF ARTICLES ON TAXATION 


imposed upon the gross earnings of the 
company or corporation. 


for the purpose of revenue. 
power to tax is the power to destroy and 
tax laws have been imposed in many in- 
stances for the purpose of regulation as 
well as for the purpose of revenue. 
part of the purpose to regulate in 1935 
Congress passed the Capital Stock Tax and 
Excess Profits Tax Laws imposing drastic 
tax obligations upon domestic corporations 
and so designed as to make particularly 
burdensome the tax upon those corporations 
who accumulated large profits and built up 
surpluses instead of distributing such sur- 
pluses in the way of dividends to stock- 
holders or in increased wages to employees, 
the intent of the legislation bein 
viously of forcing a wider distribution of 
capital. 





Taxes upon corporations are often treated 
as excise and franchise taxes, that is, taxes 
for the privilege of doing business in the 
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corporate form and such taxes may be taxes 


The primary purpose of all tax laws is 
However, the 


Asa 


that ob- 


The excess profits tax is, in effect, an 


additional income tax imposed upon the net 
income of corporations after the deduction 


of ten per cent of the adjusted declared 


value of the capital stock reported on the 


preceding capital stock tax return. The 
tax is imposed on the net income of every 
nonexempt corporation for each income 
tax year ending after June 30 of the first 
year for which it is required to file a cap- 
ital stock tax return. The excess profits 
tax is applicable to all nonexempt domestic 
and foreign corporations for each income 
tax year ending after June 30, the close of 
the first capital stock tax year in which it 
is required to file a capital stock tax return. 
A new corporation whose income tax year 
ends on or before June 30, is not subject to 
the excess profits tax on the first return 
because the income tax year ends before 
it is required to file a capital stock tax re- 
turn. A corporation which has been granted 
an exemption from filing a capital stock 
tax return is not subject to the excess profits 
tax during the exemption period. A for- 
eign corporation which is required to file a 
capital stock tax return because it is doing 
business in this country would also be sub- 
ject to excess profits tax on that portion of 
its income which is subject to income tax 
because derived from sources within this 
county. 

The most interesting and important char- 
acteristic of the capital stock tax to the 
business executive is the fact that the amount 
of tax is entirely within his control. 


CORPORATION IS TREATED FOR TAX 
purposes as an entity, separate and dis- 
tinct from the stockholders composing it. The 
corporate entity will not be disregarded 
merely because substantially all of the corpo- 
rate shares are held by one individual, or by 
another corporation, or by the members of a 
partnership. Nor will it be disregarded merely 
because the corporation is a family corpo- 
ration, organized for convenience rather 
than commercial activity. There are, how- 
ever, exceptional cases in which the legal 
fiction of a separate corporate entity will 
be ignored. The veil of the corporate en- 
tity will be pierced when the corporate 
form is availed of as a mere subterfuge or 
conduit. 


In lieu of the undistributed profits tax 
imposed by Section 14 of the Revenue Act 
of 1936, Section 14 of the 1938 Act deals 
with taxes on special classes of corporations, 
on foreign corporations and upon corpora- 


tions with net incomes of not more than 
$25,000 
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State ‘Tariff Walls 
(Continued from page 511) 


the port-of-entry states. Throughout the country the 
road of the truck and bus is filled with obstacles. 

Lack of uniform state regulations has made motor 
transportation across some state borders all but im- 
possible. The arrangement and color of clearance 
lights required of trucks operating in one state be- 
comes illegal in the next; and weight and length re- 
strictions vary widely, to the confusion of the interstate 
motorist. Florida citrus-fruit growers are separated 
from their market by a zone of states with drastic 
restrictions on the weight and length of trucks. Ken- 
tucky limits the length of trucks more closely than 
any of her neighbors, and longer trucks entering the 
state are subject to the delay and costs involved in 
obtaining special permits. The Chicago Tribune re- 
porter who crossed the country in a truck in 1937 
looking for interstate trouble reported that it took 
a telegram and three long-distance telephone calls to 
obtain the necessary two-dollar permit entitling him 
to cross Kentucky with a thirty-foot vehicle. 

States with ports of entry may save the telephone 
calls, but they offer other obstacles,—mostly taxes. 
If mileage taxes are levied on out-of-state carriers, 
as they are in the majority of states with ports of 
entry, the prospective route within the state must be 
declared and the appropriate tax paid before the ve- 
hicle can proceed. And trouble awaits the vehicle 
that is found off the specified route later by a patrol- 
man with a roving commission. 

License taxes, also, are imposed in several taxes on 
vehicles from other states. Private pleasure cars are 
exempt, but carriers and salesmen in private cars are 
often liable to these taxes. In some states reduced 
license rates are available for a single trip or a lim- 
ited sojourn. Other states, however, charge a full 
vear’s license for entrance, even though a single trip 
is contemplated. The Tribune reporter found an 
Indiana truck in Arizona held up for a $124 license. 
The maximum that could be charged in this and other 
states is even higher. Caravan taxes are levied on 
new cars entering some states. Special tow fees are 
imposed in others. The cumulative effect is clearly 
a serious restriction on interstate commerce. 


The motives for these regulations are various. 
Many of the differences in state regulations are largely 
chance,—each state regulating the traffic within its 
borders as seems to it wise. The resulting discrim- 
ination against non-resident vehicles is accidental. 
More definite objectives have prevailed in other cases. 
Protection of the state’s tax base accounts for the 
limitation on imports of gasoline, beer and cigarettes. 
And determination to make the “foreigner” pay his 
share of road maintenance is an important factor. 


The intention of making the foreigner pay more 
than his share is also apparent. The Tennessee and 
Kansas mileage taxes on out-of-state truck are ap- 
preciably higher than the mileage taxes on resident 
trucks, and probably more than compensate for ex- 
emption from the license taxes. Trucks operating in 
Tennessee are subject, also, to a three per cent gross 
receipts tax, and any truck remaining in Kansas more 
than ten days outstays its uncertain welcome and is 
subjected to the full annual registration tax. 
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Arizona permits only one trip a year at a cost below 
the full annual license, and New Mexico and Wy- 
oming make no reduction in the annual license, even 
for a single trip. Florida charges twice the regular 
tax. New York City has a special tax on interstate 
buses. Variations in methods of taxation make it 
impossible to say, in some cases, that the non-resident 
carrier has been discriminated against; but sufficient 
instances have been cited to indicate that such dis- 
crimination is widespread. 


To what extent special interests are responsible for 
these taxes and other interferences can only be con- 
jectured. Resident trucking interests would look 
with favor on the complete exclusion of non-resident 
competitors; and the railroads profit from any meas- 
ure that makes long-distance motor transportation 
prohibitive. The National Highway Users Confer- 
ence notes that the important trucking concerns in 
Kansas are railroad-owned, and points to a law in 
Texas that permits a pay load of only 7,000 pounds 
unless the truck is hauling to or from the nearest 
railroad station, when a 14,000 pound load is allowed. 
Also, the length of the truck that may pass a railroad 
station is shorter than the one that may go to the 
station. Weight restrictions are for the protection 
of pavements, and length restrictions are for safety. 
Is this law for the purpose of reducing such harmful 
traffic to a necessary minimum, or is it the railroad’s 
interest that is at stake? 


The extent to which the ports of entry contribute 
to effective tax administration is not always clear. 
Oklahoma uses her ports of entry to assist in enforc- 
ing the collection of four taxes, those on beverages, 
gasoline, motor vehicle licenses, and mileage. The 
proceeds of these four taxes have averaged forty-three 
per cent more in the three years since the ports of 
entry have been in operation than in the years just 
preceding. The mileage tax collections have more 
than doubled. How far the ports of entry are respons- 
ible for this increase, and to what extent it is the 
result of changing business conditions, cannot read- 
ily be determined; but the increase in mileage taxes, 
at least, can be credited largely to the ports. 


The cost of the ports exceeds their direct collec- 
tions in most states. Only in the “bridge states” of 
New Mexico and Idaho have the ports collected 
directly more than they have cost. Moreover, losses 
from reprisals of other states or possible losses of 
state citizens from the obstruction of traffic must be 
deducted from possible gain if the profit and loss bal- 
ance is to be found. Such losses are not readily 
subjected to measurement; but it should not take 
long to convince the states with the more drastic 
restrictions that they have hurled a boomerang. 


Are Restrictive Trade Policies Desirable? 


There are already indications that these restrictive 
trade policies are not altogether satisfactory to the 
states pursuing them. Interstate tariffs, like inter- 
national tariffs, have brought retaliation. And re- 
taliation brings trade agreements. Border warfare 
is regularly followed by truce. Conferences are be- 
ing held. In January of this year the Council of State 
Governments, which now claims a membership of 
thirty-eight states, adopted a resolution that “trade 
(Concluded on page 540) 
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ALABAMA 








October 1 
Automobile dealers’ reports due. 
Poll tax due. 
Property tax due. 
Public utility reports and taxes due. 
Toll bridge and ferry companies’ reports and 
license taxes due. 
October 10-—— 
Alcoholic beverage reports due from distrib- 
utors, retailers and wholesalers. 
Automobile dealers’ reports due. 
October 15—— 
Carriers’, warehouses’ and transporters’ gaso- 
line tax reports due. i 
Carriers’, warehouses’ and transporters’ 
bricating oils tax reports due. 
Motor carriers’ tax under 1931 Act (install- 
ment) due, 
Motor carriers’ tax under 1932 Act due. 
Telegraph company reports and license taxes 
due. 
October 20—— 
Automobile dealers’ reports due. 





















lu- 







payment due. 
Gasoline tax reports and payment due. 
Lubricating oils tax reports and payment due. 
Sales tax reports and payment due (including 
small taxpayers). 
Use tax reports and payment due. 
October 31——. 
Payroll tax due. 
ARIZONA 















October 15—— 
Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 
October 25—— 
Motor fuel carriers’ reports due. 
October 30-——. 
Payroll tax due. 




















ARKANSAS 


October 1 
Bank share tax (installment) due. 
Property tax—last day to pay final install- 








Alcoholic beverage consumers’ sales tax report 
and payment due. 





October 10—— 

Natural resources—statement of 

due. 

Natural resources severance tax due. 
October 15—— 

Sales tax reports and payment due. 
October 20-—— 

Gasoline tax reports and payment due. 
October 31 

Payroll tax due. 


CALIFORNIA 


purchases 





October 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
October 20-—— 
Alcoholic beverage manufacturer’s. and im- 
porter’s monthly report and tax due. 
Gross receipts tax and reports due from motor 
carriers of property for hire. 
Payroll tax due. 


COLORADO 
October 10. 
Motor carriers’ reports and taxes due. 





Coal and iron ore mining tax reports and | October 15—— 


Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Income tax (third installment) due. 





Sales tax reports and payment due. 

Service tax reports and payment due. 

Use tax reports and payment due. 
October 25—— 

Gasoline tax reports and payment due. 
October 31—— 

Payroll tax due. 


CONNECTICUT 

October 1 

Gasoline tax due. 
October 15—— 

Gasoline tax reports due. 
October 20—— 

Alcoholic beverage tax reports due. 
October 28—— 

Payroll tax due. 








DELAWARE 
October 1 
Property taxes delinquent in Kent and Sussex 
Counties. 


Railroad tax (installment) due. 
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Alcoholic beverage reports due from importers 
and manufacturers. 
Gasoline tax reports due from filling stations. 


October 31—— 


Carriers’ gasoline report due. 

Distributors’ gasoline tax reports and payment 
due. 

Payroll tax due. 





DISTRICT OF COLUMBIA 


October 10—— 
Alcoholic beverage reports due from manufac- 
turers, retailers and wholesalers. 
Beer reports due from licensed manufacturers 
and wholesalers. 
October 15—— 
Beer tax due. 
Payroll tax due. 
October 31 
Gasoline tax reports and payment due. 





FLORIDA 
October 1 
Express company reports and taxes due. 
License taxes due (unless otherwise provided 
by law). 
Public utility license taxes due. 
October 10 
Alcoholic beverage reports due from dealers 
and manufacturers. 
October 15—— 
Alcoholic beverage reports due from carriers 
and transporters. 
Chain store gross receipts tax reports and pay- 
ment due. 
Gasoline tax reports and payment due. 
October 30—— 
Payroll tax due. 








GEORGIA 

October 10-—— 

Tobacco wholesale dealers’ reports due. 
October 15—— 

Malt beverage tax reports and payment due. 
October 20 

Gasoline tax report and payment due. 
October 31—— 

Payroll tax due. 
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IDAHO 
October 10 
Beer dealers’ reports due. 
October 15 
Electric power company reports and taxes due. 
Gasoline tax reports and payment due. 
Motor carriers’ gross receipts tax (quarterly 
installment) due. 
October 31—— 
Payroll tax due. 























ILLINOIS 
October 10—— 
Motor carriers’ mileage tax due. 
October 15 












Alcoholic beverage reports—last day to file. 
Alcoholic beverage reports due from ware- 
housemen. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
October 20 
Gasoline tax reports and payment due. 
October 30—— 
Transporters’ gasoline tax reports due, 
October 31 
Payroll tax due. 










































INDIANA 
October 1 
Alcoholic vinous beverage excise tax due. 
tax due. 
October 15 
Alcoholic vinous beverage excise tax due. 
tax due. 
Bank and trust company intangibles tax re- 
ports due. 







Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Gross income tax reports and payment due. 
October 20 
Bank and trust company intangibles tax due. 
Bank share tax due. 
Building and loan association intangibles tax 
report and payment due. 
Payroll tax due. 
October 25—— 
Gasoline tax report and payment due. 
















IOWA 






October 1 
Income tax (second installment) delinquent. 
Property tax (second installment) delinquent. 

October 10 
Beer tax reports and payment due from class 

“‘A’’ permittees. 
Carriers’ gasoline tax report due. 
Motor carriers’ ton-mile tax report due. 
October 15—— 
Motor carriers’ ton-mile tax due. 

October 20—— 

Gasoline tax reports and payment due. 
Payroll tax due. 

Sales tax reports and payment due. 
Use tax reports and payment due. 














































KANSAS 





October 10—— 
Malt beverage reports and taxes due. 
October 15 
Carriers’ 
due. 
Compensating tax reports and payment due. 
Income tax (second installment) due. 
Motor carriers’ gross ton-mile tax reports and 
payment due. 
October 20—— 
Sales tax reports and payment due. 
October 25 
Gasoline tax reports and payment due. 
Payroll tax due. 











gasoline tax reports and payment 





























TAX ES— The Tax Magazine 


KENTUCKY 


October 1 
Brokers’ returns on margin transactions due. 
Stored distilled spirits reports due. 

October 10—— 

Alcoholic beverage blenders’ 
taxes due. 

Alcoholic beverage reports due. 

Gasoline tax reports due from importers and 
refiners. 

October 15 
Mileage tax due from passenger carriers. 
Motor vehicle fuel (other than gasoline) 

ports and tax payment due. 
Public utility gross receipts tax reports and 
Payment due. 

October 20—— 

Oil production tax reports and payment due. 

October 31—— 

Bank, trust company and real estate title in- 
surance company reports due. 

Gasoline tax reports and payment due from 
dealers and transporters. 

Payroll tax due. 

Property tax returns due. 





and rectifiers’ 





Fre- 


LOUISIANA 


October 1 
Franchise tax reports and payment due. 
Tobacco wholesalers’ reports due. 

October 10 
Importers’ gasoline tax reports and payment 

due. 
Importers’ kerosene tax reports and payment 
due. 
Importers’ light wine and beer reports due. 
Importers’ lubricating oils reports due. 

October 15 

Carriers’ 











gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 





Intoxicating liquor 
turers’ reports due. 

Tobacco wholesalers’ reports due. 

October 20—— 

City of New Orleans sales tax reports and pay- 
ment due. 

Dealers’ and manufacturers’ light wines and 
beer tax reports due. 


dealers’ and manufac- 


Dealers’ gasoline tax reports and payment 
due. 
Dealers’ kerosene tax reports and 


payment 
due. 
Lubricating oils tax due; dealers’ reports due. 
Petroleum solvents reports due. 
Sales tax reports and payment due. 
October 30—— 
Natural resources severance tax reports and 
payment due. 
Petroleum products reports and taxes due. 
Public utility, pipe line and natural gas sales 
taxes and reports due. 
October 31 
Payroll tax due. 





MAINE 


October 1 

Gasoline tax due. 
October 10—— 

Malt beverage reports due from manufacturers 

and wholesalers. 

October 15—— 

Gasoline tax reports due. 
October 31—— 

Payroll tax due. 
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MARYLAND 
October 10—— Octob 
Admissions tax due. Mot 
October 20—— Octob 
Payroll tax due. Bre 
October 31—— al 
Beer tax reports and payment due. Ele 
Gasoline tax reports and payment due. 
er 
MASSACHUSETTS — 
October 1—— i 
Personal income tax (second installment) due, Octot 
Property tax (second installment) due. Oil 
Tel 
I 
Octol 
Pa 
Octo! 
Ex 
Octo 
Al 
Ge 
In 
October 10—— Octe 
Alcoholic beverage tax reports and payment Ps 
due. 
October 20—— 
Excise (income) tax (second installment) due. 
October 31 
Gasoline tax reports and payment due. 
Payroll tax due. 
MICHIGAN 
October 1 
Gas and oil severance tax reports and payment 
due. 
October 5 
Carriers’ gasoline tax reports due. 
October 15 
Sales tax reports and payment due. Oct 
Use tax reports and payment due. C 
October 20—— Oct 
Distributors’ gasoline tax reports and payment D 
due. 
October 25—— F 
Payroll tax due. Oct 
P 
MINNESOTA 
October 10—— Oct 
Alcoholic beverage reports due from brewers, R 
manufacturers and wholesalers. 
October 15 C 
Interstate motor carriers’ mileage tax due. I 
October 25 3 
Gasoline tax due. . 
October 31—— 0c: 
Payroll tax due. y 
MISSISSIPPI 
October 5 Oc 
Factory reports due. 
October 10—— 
Admissions tax reports and payment due. 
October 15 
Gasoline tax reports and payment due. 0 
Light wine and beer reports due from distrib- 
utors, retailers and wholesalers. 
Sales tax reports and payment due. ) 
Tobacco reports due from distributors, manu- 
facturers and wholesalers engaged in inter- 0 
state commerce. ; 
Use tax reports and payment due. 0. 
October 31 
Payroll tax due. 0 
( 
MISSOURI 
October 1 0 
Income tax (third installment) due. 
October 5—— 
Non-intoxicating beer reports due from per- 
mittees. 0 


October 15—— 

Gasoline tax reports due. 

Retail sales tax reports and payment due. 
October 25 
Gasoline tax due. 
Payroll tax due. 












) due, 


yment 


} due, 


yment 


yment 


-wers, 


Jue, 


istrib- 


manu- 
inter- 


1 per- 
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MONTANA 
October 1—— 
Motion picture theatre license tax due. 
October 15—— 
Brewers’ and liquor wholesalers’ tax reports 
and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Personal income tax (second installment) due. 
October 20—— 
Crude petroleum reports due from dealers and 
refiners. 
October 30-—— 
Oil producers’ license tax reports due. 
Telegraph and natural gas company tax re- 
ports and payment due. 
October 31—— 
Payroll tax due. 


























NEBRASKA 





October 1 
Express company reports—last day to file. 
October 15—— 


facturers and wholesale distributors. 
Gasoline tax reports and payment due. 
Imitation butter reports and tax due. 
October 31—— 
Payroll tax due. 















































NEVADA 
October 15 


Carriers’ gasoline tax reports due. 
October 25—— 

Dealers’ 
due, 
Fuel users’ tax reports and payment due. 

October 30-—— 
Payroll tax due. 





















NEW HAMPSHIRE 
October 1 





banks. 
Gasoline tax due. 


tax due. 
Personal income tax due. 
October 10—— 


from permittees. 
October 15——— 
Gasoline tax reports due. 
Payroll tax due. 
Public utility property tax due. 













NEW JERSEY 
October 10-—— 


terstate busses. 


from busses in municipalities. 
October 15—— 
Alcoholic beverage reports due. 
October 30-——— 
Carriers’ gasoline tax reports due. 
October 31 
Distributors’ 
ment due. 
October 31——. 
Payroll tax due. 





NEW MEXICO 













payment due. 







due, 
Severance tax reports and payment due. 















Alcoholic beverage reports due from manu- 








gasoline tax reports and payment 


Bank share tax due from other than national 


Insurance company (domestic) paid-up capital 


Alcoholic beverage reports due from manufac- 
turers, permittees and wholesalers; tax due 


Excise tax reports and payment due from in- 






Gross receipts tax reports and payment due 










gasoline tax reports and pay- 


October 15. 
Income tax due. 
Occupational gross income tax reports and 


Oil and gas severance gross production report 


STATE TAX CALENDAR 


October 20—— 
Motor carriers’ reports and taxes due. 
October 25—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and payment 
due. 
October 30—— 
Oil and gas production tax net value report 
due. 
October 31—— 
Payroll tax due. 






NEW YORK 
October 1 
New York City property tax (semi-annual in- 
stallment) due. 
October 15—— 
New York City personal property tax returns 
and payment due. 
Payroll tax due. 
Personal income tax (third installment) due. 
October 20. 
Alcoholic beverage taxes and reports due. 
New York City retail sales tax returns and 
payment due. 
October 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax re- 
turns and payment due. 
October 31—— 
Gasoline tax reports and payment due. 








NORTH CAROLINA 
October 1—— 
Installment paper dealers’ reports and taxes 
due. 
Railroad corporation tax due. 
October—First Monday—— 
Property tax due. 
October 10—— 
Alcoholic beverage tax and railroad report 
due. 
Carriers’ gasoline tax reports due. 
October 15—— 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 


























October 20—— 
Distributors’ gasoline tax reports and payment 
due. 
October 25: 
Payroll tax due. 
October 30—— 
Electric light, power, street railway, gas, wa- 
ter, sewerage and telephone company re- 
ports and taxes due. 



















NORTH DAKOTA 
October 15 
Alcoholic beverage transaction tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 
Real property tax (semi-annual installment) 
due. 
October 20—— 
Payroll tax due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 












OHIO 
October 10—— 
Admissions tax reports and payment due. 
Alcoholic beverage reports due from class ‘‘A”’ 
and ‘‘B’’ permittees. 
October 15—— 
Use tax reports and payment due. 
Use tax reports and payment due on ciga- 
rettes. 


October 20—— 

Dealers’ gasoline tax reports due. 
October 30—— 

Carriers’ gasoline tax reports due. 
October 31—— 

Gasoline tax due. 

Payroll tax due. 


OKLAHOMA 
October 1 
Freight car company gross earnings tax 
turns and payment due. 
Oil, gas and mineral gross production tax re- 
ports and payment due. 
Railroad report of leased equipment due. 
October 5—— 
Mine (other than coal) operators’ reports due. 
October 10—— 
Airports’ gross receipts tax reports and pay- 
ment due. 
Alcoholic beverage reports and payment due. 
October 15 
Gasoline tax reports and payment due. 
Motor carriers’ mileage tax due. 
Sales tax reports and payment due. 
October 20—— 
Coal mine operators’ reports due. 
Diesel fuel oil tax reports and payments due. 
Use tax reports and payment due. 
October 30—— 
Cotton manufacturers’ reports and taxes due. 
Oil and natural gas information report due. 
Oil, gas and mineral gross production infor- 
mation reports due. 
Payroll tax due. 





re- 





OREGON 
October 1 
Excise (income) tax (second installment) due. 
Intangibles income tax (second installment) 
due. 
Personal income tax (second installment) due. 
Special motor carriers’ monthly fees due. 
October 10—— 
Oil production tax reports and payment due. 
October 20—— 
Alcoholic beverage tax reports and payment 
due. 
Gasoline tax reports and payment due. 
Motor carriers’ reports and taxes due. 
Payroll tax due. 





PENNSYLVANIA 
October 10—— 
Importers’ 
ports due. 
October 15 
Manufacturers’ alcoholic beverage tax reports 
arid payment due. 
October 31—— 
Gasoline tax reports and payment due. 
Payroll tax due. 


spirituous and vinous liquor re- 





RHODE ISLAND 
October 10—— 
Manufacturers’ alcoholic beverage reports due. 
Tobacco products report due. 





October 15. 
Gasoline tax reports and payment due. 
October 31 
Payroll tax due. 
Reports due from corporations employing five 
or more persons. 








SOUTH CAROLINA 
October 10—— 
Admissions tax reports and payment due, 
Power tax—last day to file return and pay 
tax. 






































































































































































































































































































































































































October 31—— 























October 10—— 

























































































October 15—— 























October 31—— 





























October 10-—— 




















October 15—— 
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October 15—— 
Payroll tax due. 
October 20—— 


Gasoline tax reports and payment due. 
October 31 


Motor vehicle registration and fees due. 
SOUTH DAKOTA 





October 1 
Passenger motor carriers’ taxes due. 

October 15—— 

Alcoholic beverage sales reports due. 

Gasoline tax reports due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

October 30—— 

Mineral products severance tax reports and 
payment due. 

Payroll tax due. 


TENNESSEE 





October 

Cottonseed oil mill reports due. 

October—First Monday. 

Bank share tax payable. 

Property tax due. 

October 10—— 

Alcoholic beverage reports—last day to file. 

Barrel beer tax due. 

Carriers’ gasoline tax reports due. 

October 20——— 

Distributors’ gasoline tax reports and pay- 
ment due. 

Liquid carbonic acid gas dealers’ reports and 
taxes due. 

October 31—— 

Payroll tax due. 








TEXAS 

October 1 

Commercial and collection agency tax reports 
and payment due. 

Ore (including cinnabar) and marble tax re- 
ports and payment due. 

Public utility tax reports and payment due. 

Sulphur production tax reports and payment 
due. 

Textbook publishers’ tax reports and payment 
due. Z 

October 15 

Oleomargarine dealers’ reports and taxes due. 

October 20—— 

Gasoline tax reports and payment due. 








October 25—— 


Admissions tax reports and payment due. 

Carbon black production tax reports and pay- 
ment due. 

Natural gas production tax reports and pay- 
ment due. 

Oil production tax reports and payment due. 

Theatre prizes and awards taxes and reports 
due. 


Payroll tax due. 
UTAH 


Carriers’ gasoline tax reports due. 
Liquor licensees’ reports due. 





Distributors’ and retailers’ gasoline tax re- 
ports and payment due. 


Payroll tax due. 
VERMONT 


Alcoholic beverage tax reports and payment 
due. 


Corporation income tax 
due. 


Electric light and power company reports and 
taxes due. 


(third installment) 


October 31 








October. 


October 20 


1QOctober 15 falls on Sunday, 


listed on that date automatically become due 
the next business day. 
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Express and telegraph company taxes due. 


Railroad, transportation and telephone com- 


pany taxes due. 


October 21—— 


Report of deposits in national banks due. 


October 31—— 


Gasoline tax reports and payment due. 
Payroll tax due. 


VIRGINIA 


October 1—— 


Public utility tax due. 


| October 10—— 


Beer dealers’, bottlers’ and manufacturers’ re- 
ports due. 


October 20—— 


Gasoline tax reports and payment due. 





Payroll tax due. 
WASHINGTON 


October 10—— 


Brewers’ and manufacturers’ malt products 
reports due. 


October 15—— 


Butter substitutes reports and taxes due. 
Gasoline tax reports and payment due. 


October 31—— 


Payroll tax due. 


WEST VIRGINIA 


October 10—— 


Alcoholic beverage tax reports and payment 
due. 


October 15—— 


Sales tax reports and payment due. 


SE 
a 


,——— 


r 





October 30—— 


Gasoline tax reports and payment due. 
Occupational gross income tax quarterly re- 
ports and payment due. 


October 31—— 


Payroll tax due. 
WISCONSIN 





Payroll tax due—date stamped on form. 


October 1—— 


Motor carriers’ taxes due. 


October 15—— 


Railroad, telegraph, express and sleeping car 
company taxes (second half) due. 


October 10—— 


Alcoholic beverage tax reports due. 





Gasoline tax reports and payment due. 


October 31—— 


Privilege dividend tax return and payment 
due. 


Public utility privilege tax quarterly report 
and payment due. 


WYOMING 


October 10-—— 


Carriers’ gasoline tax reports due. 


October 15—— 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


October 20—— 


Motor carriers’ taxes and reports due. 


October 30—— 


Payroll tax due. 
FEDERAL 


October 15 }—— 


Corporation income tax and excess profits tax 
return due for fiscal year ended July 31. 
Form 1120. 


Entire income-excess profits tax or first quar- 


terly installment due on returns for fiscal 





hence taxes 
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year ended July 31. Forms 1040, 1041, 1129 
1120H, 1120L. 

Entire income tax or first and second quar. 
terly installments due under general exten. 
sion (citizens abroad, etc.) for fiscal year 
ended April 30, with interest at 6% from 
July 15 on first installment. Form 1040 or 
1120. 

Entire income tax or first quarterly install. 
ment due on returns of nonresidents fo; 


fiscal year ended April 30. Forms 1049, 
1120NB. 





Fiduciary income tax return due for fiscal 
year ended July 31. Form 1041. 

Foreign partnership return of income due by 
general extension for fiscal year ended April 
30. Form 1065. 

Individual income tax return due by general 
extension for fiscal year ended April 30, in 
case of American citizens abroad. Form 1040, 

Individual income tax return due for fiscal 
year ended July 31. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year ended 
July 31, 1938. Forms 1040B, 1040NB, 
1040NB-a, 1120NB. 

Life insurance company income tax return 
due for fiscal year ended July 31. Form 
1120L. 

Monthly information return of stockholders 
and directors of foreign personal holding 
companies due for September. Form 957. 

Nonresident alien individual income tax re- 
turn due for fiscal year ended April 30. 
Form 1040B. 

Nonresident alien individual income tax re- 
turn due (no U. S. business or office) for 
fiscal year ended April 30. Form 1040NB. 

Nonresident foreign corporation income tax 
return due for fiscal year ended April 30. 
Form 1120NB. 

Partnership return of income due for fiscal 
year ended July 31. Form 1065. 

Personal holding company returns due for 
fiscal year ended July 31. Form 1120H. 

Resident foreign corporations and domestic 
corporations with business and books abroad 
or principal income from U. S. possessions 
—returns due for fiscal year ended April 30 
by general extension. Form 1120. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended April 30. 
Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due on 
returns of nonresidents for year ended Janu- 
ary 31, 1939. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp account 
due for September. Form 838. 

Third quarterly income-excess profits tax pay- 
ment due for year ended January 31, 1939. 
Forms 1040, 1041, 1120, 1120H, 1120L. 


October 20—— 


Monthly information return of ownership cer- 
tificates and income tax to be paid at source 
on bonds due for September. Form 1012. 


October 31—— 


Admissions, dues and safety deposit box rent- 
als tax due for September. Form 729. 

Excise tax on electrical energy, telegraph and 
telephone facilities and transportation of oil 
by pipe line due for September. Form 727. 

Excise tax on lubricating oils, fancy wooden 
matches, and gasoline due for September. 
Form 726. 

Excise taxes on sales due for September. Form 
728. 

Payroll taxes due. 

Processing tax on oils due for September. 
Form 932. 

Sugar (manufactured) tax due for September. 
Form 1 (Sugar). 
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The Bailey Case 


(Continued from page 514) 


(Chase National Bank v. United States, 278 U. S. 327, 334, 49 
S. Ct. 126, 73 L. Ed. 405, 63 A. L. R. 388)—this occurs as the 
result of the insurance contract. However, the insurance con- 
tract often provides for some control by the insured—such as 
powers to change beneficiary, to borrow against the policy, 
to cancel the policy, or to take the surrender value thereof. 
Such powers, of course, cease with the death of the insured 
which matures the policy. The existence of such powers 
(ceasing at death) are regarded as incidents of ownership 
which are sufficient to make the proceeds of the policy sub- 
ject to an estate tax. (Chase National Bank v. United States, 
278 U. S. 327, 334-338, 49 S. Ct. 126, 73 L. Ed. 405, 63 A. L. R. 
388). Being thus within the power of Congress to tax upon 
death of the insured the proceeds of life insurance policies 
where such incidents of ownership are accorded him by the 
policy, the next inquiry is as to the extent to which Con- 
gress has provided for such tax. Paragraph (g) of section 
302 of this act (26 U. S. C. A. § 411(9)) provides for inclusion 
within the taxable gross income of all proceeds, exceeding 
$40,000, receivable by beneficiaries (other than the estate) 
from policies taken out by the decedent upon his own life. 
Paragraph (h) of the section (26 U. S. C. A. §411(h)) ex- 
pressly applies the section to ‘powers ... made, created, 
arising, existing, exercised, or relinquished’ within paragraph 
(gz). From these provisions of the act it would appear that 
the statute rather broadly covers the situation (as to bene- 
ficiaries other than the estate) where the insured has retained 
any powers which are incidents of ownership or control.” 
(Italics supplied.) 


The Court further proceeds by stating: 


“Congress expressly recognized and treated proceeds from 
insurance on the life of a decedent as a separate matter from 
the situation dealt with in section 302(d). Therefore, sec- 
tion 302(g) is not controlled or affected by section 302(d), 
and a construction of the latter is not controlling in deter- 
mining the meaning and application of the former section 
302(g¢). Second, section 302(d) deals only with ‘transfers’ 
of property from the decedent. Here there was no transfer 
from decedent within the meaning of that section or at all. 
The property rights here find birth in the policy; are as be- 
tween the beneficiary and the insurer; and the rights of the bene- 
ficiary came into being with the life of the policy. The result 
is that the proceeds of these two policies are not taxable 
under the Revenue Act of 1926 as part of the gross estate 
of this decedent.” (Italics supplied.) 


Could more “serious consideration and weight” be 
given to the interpretation and application of section 


302(g) of the 1926 Revenue Act (same Act involved 
in the Bailey case)? 


‘ 


The Ballard Case 


In the Ballard case,? the matter also arose under 
section 302(g) but of the 1924 Revenue Act. The 
Court’s opinion, while concise, is nevertheless, very 
substantial. The Court states: 


: . it appearing that the Commissioner was also unauthor- 
ized by section 302(g) of the same statute (43 Stat. 305 (26 
U.S. C. A. $411 note)) to include the proceeds of the nine 
insurance policies involved in this appeal in the decedent’s 
gross estate because the interests of the beneficiaries of said 
policies were vested in them prior to his death and were in no 
way enlaraed by reason thereof, Bingham v. U. S., 296 U. S. 
211, 218, 56 S. Ct. 190, 80 L. Ed. 160; Industrial Trust Co., 
et al., Exrs. vu. U.S. 296 U. S220, 56 S. Ct. 182,80 L.. Ed. 191. 


“Tt is ordered and adjudged that the judgment of the Dis- 
trict Court be, and the same is affirmed.” 


The Boswell Case 


In the Boswell case,* the Commissioner contended 
“that decedent possessed attributes of ownership” in 





* Ballard v. Helburn, CCA-6, 85 Fed. (2d) 613, 36-1 ustc { 9250. 
5’ Boswell et al., Exrs., 37 BTA 970. 





THE BAILEY CASE 





537 





his policies, at date of his demise, and the Board 
overruled the Commissioner by stating: 


“Whether or not the proceeds of these policies are to be 
included in the gross estate depends, regardless of the time 
or terms of their issuance, upon whether decedent had any 
interest in them at the time of his death. David A. Reed et al., 
Exrs., 24 BTA 166; Estate of John T. H. Mitchell, 37 BTA 1; 
Chase National Bank v. United States, 278 U. S. 327. Respond- 
ent has himself so construed the law. ‘The statute requires 
the inclusion in the gross estate of the decedent of the pro- 
ceeds of any policy ... not receivable by or for the benefit 
of decedent’s estate ... regardless of when the policy was 

. issued, if the decedent possessed at the time of his death 
any of the fegal incidents of ownership. (Italics supplied.) 
Regulations 80, art. 27. That this qualification is intentional 
and restrictive appears from the elimination, at the time of 
its adoption, of a previous provision reading: ‘However, 
insurance ... must be included in the gross estate (1) of 
the decedent dying after the enactment of the Revenue Act 
of 1924 where... beneficiary receiving the proceeds was named, 
after the enactment of the Revenue Act of 1918...’ (Italics 
supplied.) T. D. 4296, Aug. 6, 1930, IX-2 CB 427. 


“After his final designation of beneficiaries, decedent had, 
throughout the remainder of his life, no further power in that 
respect. His authority to alter the designation so made was 
explicitly limited ‘during the lifetime of the wife and 
daughter, or either of them’ by the requirement that ‘such right 
is not to be exercised without their written consent.’ This pro- 
vision was tantamount to a surrender of control during the life- 
time of decedent’s wife and daughter, they being beneficiaries 
under the policies. David A. Reed et al., Exrs., supra; Reinecke 
v. Northern Trust Co., 278 U. S. 339. Since both survived him, 
decedent has no such power at the time of his death. “The 
decedent’s death merely terminated the possible contingency 
of the beneficiary predeceasing the insured.’ Estate of John 
T. H. Mitchell, supra.’ (Italics supplied.) 


The Guettel Case 


But these are not the only decisions with which 
the Court of Claims is at variance. It even contra- 
dicts its own previous decision on the subject in ques- 
tion, without reference, strange as it may seem. The 
case referred to is that of Guettel v. U. S., 67 Ct. Cls. 


613, decided by the same Court of Claims on May 
6, 1929. 


The facts in that case are similar to those of the 
Bailey case. 


In the Guettel case the policies were obtained by 
the insured upon his own life after the Act of 1918 was 
passed, and were irrevocably assigned to the respec- 
tive beneficiary soon thereafter. The decedent died 
on August 19, 1921. 


As usual, the Commissioner included in the de- 
cedent’s estate all the proceeds of said policies, less 
$40,000. The taxpayer brought the subject for review 
before the Court of Claims which sustained the tax- 
payer, by saying: 

“By this assignment the insured was divested of all right 
and title to the policy, and all beneficial interest therein 
passed to the assignee. After the assignment the insured 
was without authority to change the beneficiary or to exer- 
cise any control whatever over said policy during the 
existence of the assignment.” 

Thus, it will be seen that the Commissioner’s con- 
tention in the Bailey case is not any different from 
that of every other case, heretofore mentioned. 


In every one of said cases, section 302(g), 1926 Act, 
(identical with section 402(f), 1918 Act), was in- 
volved, and the sum total of the decisions in same is 
as follows: 
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(1) Where policies were obtained before the respective 
Acts were passed, the provisions of said Acts are not appli- 
cable to them. (Frick and Bingham cases.) And it does not 
make any difference whether the policies were absolutely 
assigned, the beneficiaries irrevocably designated (Bingham 
case), or beneficiaries just designated, and the “incidents of 
ownership” retained by the insured, or some absolutely as- 


signed and others containing nothing but named beneficiaries 
(Frick case). 


[The Courts have not, as yet, passed upon the constitution- 
ality of the retroactive provision of section 302 (h) of the 
1924 Revenue Act, not having been called upon to do so.] 


(2) Where policies were obtained after the respective Acts 
were passed, then 


(a) If the “incidents of ownership” are retained, the pro- 
ceeds of said policies are part of decedent’s estate and taxed 
accordingly, (Chase National Bank case), and 

(b) If said “incidents of ownership” are not retained, or 
same are irrevocably parted with by the insured, the pro- 


ceeds are not part of the decedent's estate (Bingham, Walker, 
Ballard, Boswell and Guettel cases). 


In the case in question (Bailey case) the “incidents 
of ownership” were irrevocably parted with by the 
insured. Nothing was retained by him, after the abso- 
lute assignment of the policies in question, nothing 
remained to be “transferred” at his death. Hence, 
the proceeds of said policies could not and should not 
have been included in the decedent’s estate. 


‘Life insurance is inherently testamentary in char- 
acter,” says the Court of Claims. It is very doubtful 
whether such a statement could be applied even to 
the old time life insurance policies or so-called indus- 
trial ones, which have “nothing but death benefits.” 
It surely has no place as far as modern policies are 
concerned, policies which contain a number of im- 
portant benefits, exercisable by the insured or his 
beneficiaries during their respective lifetimes. 


As to the doctrine proper, that “life insurance is 
inherently testamentary in character,’ the Supreme 
Court has had the opportunity of criticizing same by 
stating that it is a new and startling doctrine con- 
demned by its mere statement. 


Similar sentiments have been expressed by the Court 
in the Ballard case, wherein the Court stressed the 
fact that the interest of the beneficiaries in the in- 
sured’s policies “were vested in them prior to his death 
and were in no way enlarged by reason thereof.” 


The Court of Claims further states that “the acqui- 
sition of life insurance policies on one’s life is a sub- 
stitute for a testamentary disposition of property 


” 


When an insured parts with “the incidents of own- 
ership” of his policies, he makes a gift of same. When 
he continues the payment of premiums, he is very 
much alive, and every payment, so made, is consid- 
ered a gift, subject to the Gift Tax Act. Hence, to refer 
to such acts as those of “testamentary disposition” is, 
to say the least, very erroneous. 


The Court of Claims finally states that the insured’s 

death, coupled with the payment of premiums, 
is the indispensable event giving rise to or enlarging 
the enjoyment of valuable prope rty rights, not thereto- 
fore possessed or enjoyed.” (Italics supplied. ) 


It is true, there is always a difference between pro- 
ceeds of a policy, at death of the insured, and the cash- 
surrender value of same before such death occurs. 
This element, coupled with another one, that of the 


“é 
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Commissioner gauging the extent of the gift of an 
assigned life insurance policy by its cash-surrender 
value, plus whatever additional reserves there are on 
hand, is puzzling. However, an analysis of same will 
clarify the situation beyond any shadow of a doubt. 


The subject of an assignment is not only a present 
interest (cash-surrender value, etc.), but also a future 
interest (proceeds of policy). There is nothing to pre- 
vent a person from assigning a “future interest,” vested 
or contingent, just as well as a present one, especially 
when “it is coupled with a present interest,” even 
under the common law. 

“To make an assignment valid at law, the thing which is 
the subject of it must have an existence, actual or potential, 
at the time of such assignment; but courts of equity will sup- 
port assignments of contingent interests and expectations, and 
of things which rest in mere possibility only.” 4 Cyc. (As- 
signments) 4 (Ed. 1902). 

The question is, when does the assignor part with 
such interest, “present or future,” not the nature of the 
interest assigned. If the parting is done during the 
lifetime of the insured, and said parting is absolute, 
beyond the power of the assignor to nullify such an 
assignment, same amounts to a gift and is subject to 
the provisions of the Gift Tax Act. If, however, 
death makes one part with certain interest, “present and 
future,” interest which the decedent, during his life- 
time, could have disposed of time and again im any 
manner he deemed necessary, that is a testamentary 
disposition, whether done by will or in any other 
manner whatsoever. 


Besides, a life insurance policy not always matures 
at death of the insured. There are endowment poli- 
cies which mature at various dates, during the lifetime 
of the insured, if living. There are “cancellations” of 
policies, either by way of cash-surrender thereof, 0 
nonpayment of premium, and the percentage of life 
insurance policies, “maturing” in this particular man- 
ner, is very respectable. 


As to the extent of the gift in question, the Com- 
missioner has no choice in the matter. To ascertain 
the value of a gift of a life insurance policy, one, of 
necessity, must turn to the cash-surrender value 
thereof at date given, plus whatever reserves there are 
in existence at that time. This is in compliance with the 
provisions of the Gift Tax Act. And it is no more 
the province of the Court to question the wisdom of 
Congress in providing same, than to question the 
reason of the Gift Tax rate, which is approximately 
three quarters of the Estate Tax rate. 


As heretofore proved, the proceeds of the Bailey 
policies are not subject to the provisions of section 
302(g) of the 1926 Act. What, then, are they subject 
to? 


The 1932 Gift Tax Act was passed on June 6, 1932. 
The Bailey policies were assigned on July 12, 1932, 
hence, they are governed by the provisions of said Act. 


The Commissioner does not question the nature of 
the assignments of the Bailey policies. Under the 
Gift Tax Act of 1932 and Article 2, Regulations 79, 
such assignments spell a gift which, in turn, becomes 
subject to the provisions of said Act and Regulations. 


The Gift Tax Act of 1932 (section 501 of the Reve- 
nue Act) is construed by the Commissioner through 
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the medium of Article 2 of Regulations 79. Insofar 
as said Article applies to life insurance policies (sec- 
tions 5 and 6) they read as follows: 


“The irrevocable assignment of a life insurance policy, or the 
naming of the beneficiary of a policy without retaining any 
of the legal incidents of ownership, constitutes a gift in the 
amount of the cash surrender value, if any, plus the prepaid 
insurance adjusted to the date of the gift. 

“Where premiums on a life insurance policy are paid by 
the insured who has none of the legal incidents of ownership 
in the policy, and the beneficiary is other than the insured’s 
estate, each premium payment is a gift in the amount thereof.” 
(Italics supplied.) 


The Gift Tax Act of 1932 (section 501) was amended 
by the Act of 1934. The amendment relates to the 
form rather than to the substance. Article 2, Regula- 
tions 79 (sections 5 and 6) was amended in 1936. As 
this amendment is of great importance (following the 
decisions of the two St. Louis Union Trust Co., cases 
of November 11, 1935, the Bingham and Industrial Trust 
Co., cases (56 S. Ct. 182) of December 9, 1935), said 
sections, therefore, will be quoted in full. They are 
as follows: 


“Tf the insured assigns a life insurance policy, or desig- 
nates a beneficiary in such a policy, but does not retain what 
amounts to a power of revocation (as, for example, the right 
to surrender or cancel the policy, the right to obtain a loan 
against the policy or its surrender value, or a right to change 
the beneficiary or assignee, if by the exercise of such latter 
right the proceeds of the policy might be made payable to 
the insured, his estate, or otherwise for his benefit), such as- 
signment or designation constitutes a gift, even though the 
right of the assignee or beneficiary to receive the proceeds ts 
conditioned upon his surviving the insured. 

“Tf there is an irrevocable gift of a policy of life insurance 
and the insured thereafter pays premiums thereon, each pre- 
mium payment is a gift in the amount thereof.’ (Italics 
supplied.) ° 


These sections, 5 and 6, so amended, are in exist- 
ence and in full force and effect at present. 


As heretofore mentioned, the proceeds of the poli- 
cies in question are subject to the provisions of the 
1932 Gift Tax Act (section 501 of the Revenue Act) 
and are further governed by the provisions of Article 
2, Regulations 79. However, as the Commissioner 
(to whom this matter had been referred by the 
Court of Claims) reported, a gift tax return had not 
been made and no gift tax paid. What effect, if any, 
has such failure upon the policies in question ? 


Article 22 of the same Regulations 79, provides 
that such “returns must be filed in duplicate on or 
before the fifteenth day of March following the close 
of the calendar year in which gifts are made.” 


Article 29 of the same Regulations refers to section 
3176, Revised Statutes, as amended by section 619(d), 
Revenue Act of 1928, provides: 


“Tf any person ... fails to make and file a return or list 
at the time prescribed by law or by regulation made under 
authority of law... the collector or deputy collector shall 
make the return or list upon his own knowledge and from 
such information as he can obtain through testimony or 
otherwise. In any such case the Commissioner of Internal 
Revenue may, from his own knowledge and from such in- 
formation as he can obtain through testimony or otherwise, 
make a return or amend any return made by a collector or 
deputy collector. Any return or list so made and subscribed 
by the Commissioner, or by a collector or deputy collector 
and approved by the Commissioner shall be prima facie 
good and sufficient for all purposes. 

“Where a tax is found to be due upon such return, the 
donor shall be liable for penalties as well as for the tax.” 
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Thus, it is clearly apparent, that while the failure 
to file a gift tax return in this case, and the payment 
of gift tax due, if any, would result in penalties, pro- 
vided by the Act and the respective Regulations, it 
does not and could not destroy or vitiate the full force 
and effect of the assignment of said policies, or have 
any bearing whatsoever upon the proceeds of same. 


Learned counsel, representing the taxpayer, has 
very ably called the attention of the Court of Claims 
to numerous phases of great importance in reference 
to the matter in question. Yet, as heretofore men- 
tioned, this phase of the problem has not been dis- 
cussed by counsel, undoubtedly for good and sufficient 
reason. (The only thing available to the writer, up 
to the present, is the various briefs filed by both 
parties, but not the transcript or record of said pro- 
ceedings). However, it should always be kept in mind, 
in considering the problem connected with the case 
in question. 


For reasons stated, the proceeds of the life insur- 
ance policies in question should not be included in 
the decedent’s estate. There is, however, one addi- 
tional reason why the decision of the Court of Claims 
should and, undoubtedly, will be reversed by the 
Supreme Court. 


The decision in question, by implication, destroys the 
entire force and effect of the Gift Tax Act and the 
respective Articles of Regulations, insofar as life insur- 
ance policies are concerned. If such a decision were sus- 
tained, Congressional action would become essential to 
remedy the chaotic condition of affairs which it is bound 
to produce. 


There are court decisions expressly declaring cer- 
tain acts of Congress unconstitutional. Such a pro- 
cedure would be inapplicable to the case in question, 
in view of the fact that the United States Supreme 
Court has, on various occasions, declared the Gift 
Tax Act constitutional. 

There are other cases where the courts have re- 
fused to apply to different circumstances portions of 
certain Congressional acts thereby “modifying” them, 
to some extent. A situation of that kind is not in 
being at present. : 


The decision of the Court of Claims can not stand 
side by side with the Gift Tax Act, as applied to life 
insurance policies. They can not live together. One 
excludes the other. Either one or the other is bound 
to die. 


Thus, on one side we have the Gift Tax Act, the 
respective enlightening sections 5 and 6 of Article 
2 of Regulations 79, the heretofore mentioned deci- 
sions of the United States Supreme Court, two Circuit 
Courts of Appeals, the United States Court of Claims 
(1929) and the United States Board of Tax Appeals, 
interpreting and applying section 302(g) of the 
Revenue Act. On the other side we have this decision 
of the Court of Claims, the effect of which is to nullify 
said Gift Tax Act and Regulations, “distinguish” the 
various Supreme Court decisions, reverse its own 
decision of 1929, and to oppose the decisions of two 
Circuit Courts of Appeals and the United States Board 
of Tax Appeals. 


There is no doubt in one’s mind about the outcome 


of this litigation when it reaches the United States 
Supreme Court. 
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Mitchell B. Carroll New Head of 


International Finance Association 


Mitchell B. Carroll of New York, authority on 
international taxation and a frequent contributor to 
our columns, was elected President of the Inter- 
national Association for Public Finance and Fiscal 
Law at its meeting at The Hague, July 13-15, 1939. 
Mr. Carroll will have the honor of heading the Asso- 
ciation for the next biennium. 


Enrollment to Practice before 
Treasury. Department 


The Treasury Department recently added Section 
3(i) to Department Circular 230 relative to enroll- 
ment to practice before it. 


The added subsection provides for special enrollment 
for the presentation of matters before a particular 
bureau or division. An applicant for such special en- 
rollment is required to present his qualifications to the 
Committee on Enrollment and Disbarment which will 
prescribe an examination for such applicant. If the 
Committee is satisfied that the applicant is possessed 
of the qualifications necessary to enable him to render 
valuable services to claimants and other persons be- 
fore the particular bureau or division before which he 
is seeking authorization to practice, it will issue to the 
applicant an appropriate special enrollment card. 



















Now on Press... 


THE TAX LAW 
OF THE 


STATE OF NEW YORK 


Soon to be released is this handy, new CCH 
book, giving the complete text of the effective 
articles of Chapter 60 of the Consolidated Laws 
of New York as of August, 1939, together with 
Article IV, Secs. 130-139 of State Departments 
Law. 





It weaves together the prior effective articles, 
the new amendments and changes into one co- 
ordinated unit that shows exactly how the basic 
tax law of the state stands today. 


The material is authoritative, dependable, re- 
produced from the “Law” division of the New 
York Tax Service. Fully indexed. 







320 pages, 6x9, heavy paper covers 
Price, $1 a copy 
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State Tariff Walls 
(Concluded from page 532) 


barriers under any guise, are detrimental to the tra- 
ditional American policy of free trade between the 
forty-eight States.” Under the same auspices a na- 
tional conference on interstate trade barriers was held 
in April; and frequent informal conferences have been 
called among the officials of small groups of states to 
deal with specific situations. 


The 1939 crop of laws suggests that the movement 
toward interstate trade restrictions has largely spent 
its force. Most of the new margarine tax bills were 
killed in committee, and as far as can be learned 
none was passed. There are three new use taxes, but 
two of these allow for the offset of sales taxes paid 
in other states. Use taxes will probably increase if 
sales taxes increase, but if they cannot be admin- 
istered effectively without establishing customhouses 
it seems probable that the states will do without 
effective administration. 

There is one new retaliatory beer tax, but Indiana 
has repealed its discriminatory law against out-of-state 
beer, and Missouri has repealed its embargo. There 
is a new mileage tax on out-of-state vehicles, but a 
new state has been added to the list of those granting 
reciprocity to the vehicles of other states. Moreover, 
one state has abandoned its ports-of-entry, and an 
other state is seriously considering such a step. Are 
the increases in tax yields less important than other 
factors? 

The special interests were first in the field, but the 
general welfare—or at least the larger number of spe- 
cial interests—will doubtless prevail in the end. The 
automobile has been largely responsible for the devel- 
opment of interstate barriers, and the automobile will 
probably force their abandonment. A nation on 
wheels will not tolerate closed gates for long. The 
shortsightedness of an interstate tariff policy is being 
recognized. 

The commerce clause has not outlived its useful- 
ness. Court interpretations may open the way to 
evasion of its fundamental intent, but the artificial 
nature of state trade barriers is clear. We have de- 
veloped a national economy in the course of one 
hundred and fifty years, and whatever its limitations 
it has unquestioned elements of strength that will 


break through the narrower state restrictions and 
endure. 


Windfall Tax Regulations Amended 


By T. D. 4910, Art. 13 of Reg. 95 (relating to the tax 
on unjust enrichment) was amended in relation to 
computing the margin per unit. Paragraph (6) under 
Method II was the provision amended. The amend- 
ment consists of providing that the reimbursement 
to purchasers to be deducted from the margin per unit 


shall apply only to a taxable year “during all of which 
the federal excise tax was in effect.” 


“C. QO. D.,” a long-established practice in retail 


cash transactions, originated in the Railway Express 
service 98 years ago. 


WASHINGTON 


Investigation of Income Tax Returns 


Secretary of the Treasury Henry Morgenthau, Jr., 
has announced results of the operations of the Bureau 
of Internal Revenue during the fiscal year ended June 
30, 1939, in the investigation of income tax returns 
and the settlement of cases contested by taxpayers. 

The results show a speeding up in the settlement of 
contested tax cases. The settlement machinery of 
the Bureau was completely reorganized during the 
year under the direction of Commissioner Guy T. 
Helvering. The consideration of cases in which tax- 
payers dispute adjustments in their liability was 
transferred from the Bureau at Washington to the 
field, giving the taxpayers the advantage of local 
hearings by officers authorized to make final decisions. 
In addition a number of procedural changes were 
made, designed to expedite the examination and ad- 
justment of returns. 

The number of income tax returns subjected to in- 
vestigation during the year was 490,673. This com- 
pares with 444,448 returns investigated in the fiscal 
vear 1938, an increase of 46,225, or 10%. 

The number of income tax cases closed during the 
fiscal year 1939 by the assessment of additional tax 
was 241,042. This compares with 213,707 cases closed 
in the preceding year by the assessment of additional 
tax, an increase of 27,335, or 13%. 

The amount of deficiency income tax assessments 
on returns closed during the fiscal year 1939 was 
$197 ,640,069, exclusive of penalties and interest. This 
compares with $169,969,785 assessed as income tax 
deficiencies in the fiscal year 1938, an increase of 
$27,670,284, or 16%. The aggregate of income tax 
deficiencies assessed during the fiscal year 1939 was 
larger than in any year since 1931, when deficiency 
assessments amounted to $197,798,731. 

The number of cases closed during the fiscal year 
1939 which involved refunds or credits to taxpayers 
was 64,533, by comparison with 58,707 such cases 
closed during the fiscal year 1938, an increase of 5,826, 
or 10%. The amount of refunds and credits in 
the fiscal year 1939 was $34,616,121 by comparison 
with $29,352,854 in 1938, an increase of $5,263,267, 
or 18%. 


[Inventories of unassessed back taxes were ma- 
terially reduced during the year. The number of in- 
come tax returns for 1937 and prior years in process 
of examination and review on June 30, 1939 was 
145,730. This compares with 226,319 returns for 1936 
and prior years in process of examination and review 
on June 30, 1938, a reduction of 80,589 returns, or 36%. 

The number of examined income tax returns in- 
volving adjustments not agreed to by the taxpayers 
and pending action by the Bureau and its field offices 
on June 30, 1939 was 43,984. This compares with 
46,272 adjusted returns pending without taxpayers’ 
agreement on June 30, 1938, a decrease of 2,288. 

The number of income and estate tax cases pending 
before the Board of Tax Appeals on June 30, 1939 
was 6,574 compared with 7,414 on June 30, 1938, a 
reduction of 840, or 11%. There were 4,854 cases 
appealed to the Board during the fiscal year 1939, 
compared with 4,912 during the preceding fiscal year. 
Treasury Receipts for Fiscal Year 1939 

The total general receipts of the U. S. Treasury 
for the fiscal year 1939 were $574,000,000 less than 
those for 1938. This decrease was accounted for by 
a falling off in income taxes to the extent of $453,- 
000,000. Taxes upon carriers and their employees de- 
creased $41,000,000; other internal revenue taxes 
decreased $47,000,000; customs duties decreased $40,- 
000,000; and miscellaneous revenue decreased 
$20,000,000. Taxes collected under the Social Security 
Act increased $27,000,000. 

The total receipts for the fiscal year 1939, which 
amounted to $5,668,000,000, were in excess of the esti- 
mated receipts for this period as contained in the 
President’s Budget Message of January 3, 1939. Total 
receipts were estimated in the Budget Message as 
$5,520,000,000, or $148,000,000 less than receipts actu- 
ally realized. 


High Taxes Seen as Depressing 
U. S. Standards of Living 


There are four basic economic wants of modern liv- 
ing—food, shelter, clothing, and transportation— 
points out the American Petroleum Industries Com- 
mittee. Most heavily taxed of these family necessities 
is transportation, and in 1938 the public curtailed ex- 
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The Capitol on a Rainy Night 


penditures for motor vehicles to a much greater extent 
than it reduced expenditures to satisfy the other wants. 


Contrasted with a decline of 45 per cent in new-car 
sales and of 27 per cent in used-car sales, expenditures 
for food in 1938 declined only 5 per cent, as compared 
with the previous year. Clothing purchases slumped 
about 8 per cent. Expenditures for housing, because 
of unusual conditions, did not generally follow the 
trend. They showed a slight increase for 1938. How- 
ever, there was curtailed buying of furniture. In 1938 
the public bought 17 per cent less furniture, a per- 
centage reduction twice as great as the reduction in 
purchases of clothing. 

3ecause of the high taxes imposed upon highway 
transportation (automotive taxes account for about 
12 per cent of all federal, state, and local tax revenue), 
the Committee sees the excessive levies as an economic 
depressant upon transportation standards of living, 
which declined, as measured in car sales, more severely 
than did food, shelter, or clothing standards of living. 


Outlook for a Balanced Budget 


“The outlook for balancing the budget by further 
increases in taxation is not promising,” says a recent 
Guaranty Trust Bulletin. The tax burden on the people 
of the United States for the support of the Federal 
Government alone increased more than two billion 
dollars between 1930 (the last year in which the 
budget was balanced) and 1938, but a further increase 
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of more than three billion dollars above the 1938 total 
would be required to balance the budget at the present 
level of expenditures. Tax rates are already so high 
that they appear to be exerting a strong deterrent 
effect on business. Taxes on business concerns must 
either raise prices and reduce demand, or diminish 
profits and discourage expansion. Taxes on indi- 
viduals diminish their purchasing power and lower 
their capacity to consume the products of industry 
and to finance the growth of business. It is a serious 
question whether the economic life of the country 
could bear further heavy increases in the tax burden 
without a disastrous impairment of productivity. 


Tax Convention with France 


A convention between the United States and lrance 
for the avoidance of double taxation and the estab- 
lishment of rules of reciprocal administrative assist- 
ance in the case of income and other taxes was signed 
at Paris on July 25, 1939. The convention provides 
for the avoidance of double income taxation in certain 
cases by credit against foreign taxes and in other 
cases by making certain types of income subject to 
taxation in only one of the countries. The convention 
provides also that each Government will transmit to 
the other Government information in relation to taxes 
to which the convention refers but not with respect 
to its own nationals or corporations. Other provis- 
ions concern mutual assistance in the collection of taxes. 

The convention signed on July 25, 1939, amplifies 
and clarifies the double income taxation convention 
between the United States and France signed at Paris 
on April 27, 1932, and provides the means for the set- 
tlement of practically all outstanding income taxation 
problems between the two countries. 


U. S. Income Advantage over Foreign 
Countries Narrows 


The United States still led the principal countries 
of the world in per capita income received in 1937, 
but its margin of advantage had grown much nar- 
rower than it was in 1929, according to a study just 
completed by the Division of Industrial Economics 
of the Conference Board. 

Per capita income in this country dropped from 
its all-time high of $654 in 1929 to $356 in 1933, and 
then rose during the recovery period to $537 in 1937. 
In dollar terms, the per capita income of Germany 
rose from $279 in 1929 to $421 in 1937, that of the 
United Kingdom from $417 to $500, while nearly all 
other countries made relative gains. 

In terms of American dollars, the national income 
of the United States in 1929 was greater than the 
aggregate income of the following fifteen foreign coun- 
tries: Australia, Austria, Bulgaria, Canada, Chile, 


Denmark, Estonia, Finland, France, Germany, Hun- 
gary, Japan, Norway, the United Kingdom and the 
oa oa 

During the depression years these fifteen countries 
all suffered serious declines in national income, but 
their recovery in this respect has been more rapid 
than that of the United States. By 1936, this country 
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had recovered to only 82% of the 1929 level, while 
the total of the fifteen countries had risen to 113%. 

Again, in 1929, the United Kingdom, France, and 
Germany, with a combined population of 150,000,000, 
received $33,000,000,000 less in national income than 
the United States, with a population of only 123,000,- 
000. By 1937, the best income year in the United 
States since 1930, this differential had shrunk to about 
$9,000,000,000. 

It is pointed out in the Board’s study, however, that 
much of the foreign increase has come from economic 
activity related to preparations for war, and may not 
represent a real advance in the economic welfare of 
the population. 

The following tables derived from the study show 
total and per capita national income of the United 


States and the fifteen foreign countries named, in 
1929, 1933, 1936 and 1937: 


National Income of the United States and Foreign Countries 
(Millions of Dollars’) 














Country 1929 1933 1936 1937 

United States 79,498 44,713 65,246 69,419 
Australia ..... ; so oes 1,847 2,787 2,990 
Le a ree om 1,019 829 1,045 1,061 
i —— re 406 358 daha 

SC ee 5,392 2,730 3,783 4,193 
Chile ee ee we 586 358 314 425 
Dnt) re 987 677 932 
Estonia ....... nee 91 65 86 

Pmland ......:.. oor: 460 284 449 

France . . : 9,594 10,012 11,556 8,578 
Germany ; 18,083 14,195 26,169 28,534 
Hungary * 995 810 1,242 sa 
Japan 5,494 2,941 3 804 

Norway ; 587 408 575 

United Kingdom 19,029 14,689 21,514 23,672 
CS. S. aee* 5,780 9,709 16,620 19,140 








Per Capita National Income of the United States and 
Foreign Countries 
(In Dollars) 





Country 1929 1933 1936 1937 
United States ee 654 356 508 537 
Australia .. eee: 533 277 409 434 
Austria WEP en 8 152 1Z3 155 157 
3ulgaria 70 59 ze 
Canada 538 256 343 377 
Chile ; 134 81 69 92 
Denmark |... 281 186 249 
Estonia , 82 58 76 
Finland 127 80 125 
France .. 233 239 276 204 
(ermany ; 279 215 389 421 
Hungary 115 92 138 cee 
Japan ? 87 44 54 
Norway See 208 143 200 
United Kingdom . 417 316 457 50) 
i Se 46 73 120 136 


In issuing these estimates, the Conference Board 
warns that “National income estimates are approx- 
imations at best .’ and that “Political as well as 
economic considerations are believed to have influ- 
enced the official statistics upon which the estimates 
of certain countries are based.” It also points out 
that the comparability of national income figures is 
further limited by the differences in methods of com- 
puting income and by differences in standards of liv- 
ing, in climate and in the degree of urbanization. 





1Converted from national currency units on basis of Federal Re- 
serve Board exchange rates. 

* Converted at fixed rate of 1 ruble = 20 cents. 

* Per capita figures are based on the population in the European 
territory of the U. S. S. R. 

*CCH Inheritance Tax Service, p. 30,813. 
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Reciprocal Enforcement of Domiciliary 
Inheritance Tax in Nonresident Estates 


Several states have taken steps to prevent the pos- 
sible evasion of domiciliary inheritance taxes as to 
intangible personal property located in a state other 
than that of domicile, by the adoption of reciprocal 
legislation for the enforcement of domiciliary taxes. 


Such legislation provides, in effect, that where a 
nonresident estate is being administered in the local 
probate courts the tax authorities of the state of resi- 
dence are to be notified and domiciliary inheritance 
and estate taxes are to be paid, such enforcement and 
collection of domiciliary inheritance taxes to be lim- 
ited, however, to states where similar legislation has 
been enacted. 


At the present time legislation for reciprocal en- 
forcement of domiciliary inheritance taxation appears 
in the following states: * 


Connecticut.—Chapter 75, Laws of 1933, approved and 
effective April 4, 1933. 

Delaware.—House Bill 233, Laws of 1939, approved and 
effective April 14, 1939. 

Kentucky.—Chapter 8, Third Special Session, Laws of 
1936, approved and effective April 24, 1936. 

Maine.—Chapter 147 (House Bill No. 21), Laws of 1933, 
approved March 24, 1933, effective June 30, 1933. 


Maryland.—Chapter 124, Laws of 1936, approved and effec- 
tive April 4, 1936. 


f 
etd dgiu.: 
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Massachusetts.—Chapter 319, Laws of 1933, approved July 
7, 1933, effective October 6, 1933. 

Michigan.—Act 76, Public Acts of 1937, approved June 14, 
1937, effective October 27, 1937. 

Mississippi.—Chapter 130, Laws of 
effective March 6, 1934. 

New Hampshire.—Chapter 77, Laws of 1933, approved and 
effective April 18, 1933. 

New Jersey.—Chapter 49, 
effective April 6, 1932. 

New York.—Chapter 333, 
effective March 21, 1932. 

North Carolina.—Chapter 371, Laws of 1935, 
9, 1935, and effective June 10, 1935. 

Ohio.—House Bill 13, Laws of 1933, approved and effective 
September 22, 1933. 

Oklahoma.—House Bill 581, 
effective April 10, 1939. 

Oregon.—Chapter 103, Laws of 1935, approved February 
27, 1935 (effective 90 days after adjournment). 

Pennsylvania.—Act 147, Laws of 1933, approved May 22, 
1933, effective September 1, 1933. 

Rhode Island.—Chapter 1963, Laws of 1932, approved and 
effective April 21, 1932. 

Virginia.—Chapter 194, Laws of 1932, approved March 23, 
1932, and effective June 20, 1932. 

Washington.—Chapter 180, Laws of 1935, 
effective March 25, 1935. 


1934, approved and 


Laws of 1932, approved and 
Laws of 1932, approved and 


ratified May 





Laws of 1939, approved and 


approved and 


Property Taxes Decline as Source 
of State Revenue 


General property taxes, once a major source of 
state revenue, have declined until in 1937 they consti- 
tuted only 6.2 per cent of all tax revenue of the states, 
according to the U. S. Bureau of the Census. During 
the depression, state property tax receipts declined 


from $320,000,000 in 1932 to $254,000,000 in 1937. 


As general property tax laws have been repealed, 
the states have substituted other types of taxation. 
Prominent among these new sources is gasoline, which 
now provides approximately $750,000,000 annually, or 
25 per cent of the total tax revenue of the state, points 
out the American Petroleum Industries Committee. 
These gasoline and other automotive taxes in most 
states now defray the entire cost of construction of 
the roads in the state highway system. 






Refunds under Sec. 203 
of the Public Salary Tax Act 


T. D. 4904°* issues regulations regarding refunds 
under Sec. 203 of the Public Salary Tax Act. The 
regulations consist of four “sections,” which formerly 
would have been designated “articles,” the “section” 
designation conforming to the Code of Regulations 
used by the Treasury Department for administrative 
purposes. 

Section 18.0 is introductory. 
“state employee” as: 

an officer or employee of a state, or any political 
subdivision thereof, or any agency or instrumentality of one 


or more states or political subdivisions; and includes a 


member of a state or local legislative body and a judge or 
officer of a state or local court. 


Section 18.1 defines 


It states that “The term ‘compensation’ does not in- 
clude any amount paid directly or indirectly by the 
United States or any agency or instrumentality thereof.” 

Section 18.2 relates to claims proper, enlarging on 
Sec. 203 of the Act, and is quoted in full, as follows: 


5 393 CCH {| 6332. 
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Section 203 of the Act describes the circumstances under 
which a claim filed after January 18, 1939 by a state employee 
for refund of tax attributable to his compensation for per- 
gonal services as a state employee for any taxable year 
beginning prior to January 1, 1939 shall be allowed. If, 
under these regulations, the Commissioner of Internal Rey- 
enue finds that a disallowance of such claim would result 
in the application of the doctrines announced in Helvering v,. 
Therrell, (1938) 303 U. S. 218 (Ct. D. 1316, C. B. 1938-1, 243) 
[38-1 ustc J 9138], Helvering v. Gerhardt, (1938) 304 U. S. 405 
(Ct. D. 1343, C. B. 1938-1 246) [38-2 ustc J 9320], and Graves 
et al. v. New York ex rel. O’Keefe, (1939) 59 S. Ct. 595 (Ct. 
D. 1390, I. R. B. 1939-15, 4) [394 CCH { 9411], extending 
the classes of state employees subject to federal income tax, 
then such claim shall be allowed. If, under Supreme Court 
decisions rendered prior to 1938 on the question of the con- 
stitutional immunity of compensation of state employees 
from federal income taxation, a disallowance of such claim 
would be proper, then the claim shall be disallowed; but if 
under such decisions a disallowance of such claim would 
not be proper, then the claim shall be allowed. The allow- 
ance of a claim under section 203 of the Act will, therefore, 
be made if, under these regulations, the Commissioner of 
Internal Revenue finds that such compensation was for per- 
sonal services rendered in the exercise of an essential goy- 
ernmental function as distinguished from a proprietary 
function. 

A claim under section 203 of the Act shall not be dis- 
allowed solely because of the provisions of section 322(c) 
of the Revenue Act of 1938 and corresponding sections of 
prior revenue acts relating to the prohibition against the 
allowance of a credit or refund. 

Amounts properly refundable under section 203 of the 
Act include interest, additions to tax, and additional amounts 
paid with respect to the tax. Such amounts shall be credited 
or refunded in the same manner as in the case of an errone- 
ously collected income tax. 

Section 203 of the Act has no application to a case in 
which a state employee files a claim prior to January 19, 
1939 for refund of tax attributable to his compensation for 
any taxable year beginning prior to January 1, 1939. 


Section 18.3 illustrates the application of Section 
203, as follows: 


Claims shall be allowed if filed, for example, by state 
public school teachers, receivers and masters appointed by 
state courts, liquidators of banks and insurance companies 
taken over by a State, and officers and employees of a city 
engaged in maintenance, operation or regulation of public 
parks and playgrounds, or of water supply. 

Ciaims shall not be allowed if filed, for example, by state 
liquor store employees or municipal railway employees. 


Claims for Refund of Capital-Stock 
and Excess-Profits Taxes 


It has been noted that there is before the U. $ 
Supreme Court a petition for a writ of certiorari in 
the case of Allied Agents, Inc. v. U. S. (Dkt. 41). 
The question at issue is whether the capital-stock tax 
is constitutional. 


In the Court of Claims,® the petitioner alleged that 
the capital-stock tax is unconstitutional and void, in 
that there is an unconstitutional delegation of legis- 
lative authority to the taxpayer without any standard 
for its exercise. The Court, pointing out that it was 
fundamental error in the position taken by the tax- 
payer not to connect the capital-stock tax with the 
excess-profits tax, held that the two taxes are insep- 
arable, that the capital-stock tax is an adjunct of the 
excess-profits tax, and that in view of the self-adjust- 


ing relationship of the two taxes, it was not arbitrary 


to permit the taxpayer the right to make an election 
as to the declared value, and preclude either party 
from making a change in the amount elected. Al- 


* Allied Agents, Inc. v. U. 8. 





» 394 CCH f 9315, 26 Fed. Supp. °%. 
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though the point was not raised, the Court 
held that the fact of holding unconstitutional 
Title I of the NIRA in the Schechter case 
has no application to the provisions of Title 
II (capital-stock tax) of the NIRA. 

The Supreme Court has already denied 
certiorari in the case of Chicago Telephone 
Supply Co. v. U. S. (Dkt. 292 of the October, 
1939, term). This case also originated in the 
Court of Claims.*? That court held that the 
imposition of a tax for 1934 on the basis of 
the 1934 declared value of capital stock, 
rather than on the actual value in that year, 
is not unconstitutional. Any error in the 
taxpayer’s election as toa declared value was 
said to be of his own making. The Court did 
not rule on the constitutionality of the 
declared value in 1934 as a basis for the tax 
in 1935, but stated that “. even if the 
statute should be unconstitutional when the 
declared value is used for assessing the excess-profits 
tax for subsequent years we think the part thereof 
which applies to the year when the valuation was 
declared can be separated from the remainder of the 
statute and held valid.” 


In the past we have suggested that taxpayers might 
like to consider the advisability of filing claims for 
refund of capital-stock and excess-profits taxes on the 
theory that the capital-stock tax may be declared un- 
constitutional, which would mean that its adjunct, the 
excess-profits tax, would also fall. That unconstitu- 
tionality will be established now seems doubtful. 


It is well to point out that claims, as bases for suit 
for recovery of miscellaneous taxes, including capital- 
stock tax, must be filed within four years after pay- 
ment of the tax (R. S. 3228; Section 3313, Internal 
Revenue Code). Payment of the capital-stock tax 
usually accompanies the return. Returns for the fiscal 
year ended June 30, 1935, were due to be filed on or 
before July 31, 1935, unless specific extension of time 
was granted. No extension to a date later than Sep- 
tember 29, 1935, could be granted. Therefore, the 
period for filing capital-stock tax claims for the year 
ended June 3, 1935, expire sometime during July, 
August, or September, 1939, that is, four years from 
the date of payment of the capital-stock tax. 


\s to the excess-profits tax the statutory period for 
filing claims for refund is three years from the date 
of payment of the tax (calendar year 1934 and subse- 
quent years). Consequently, taxpayers will have until 
sometime in the year 1940 for filing claims for refund 
of excess-profits tax for 1936. If the return was filed 
before March 15, 1937, the period would be three years 
from the date the return was actually filed, and not 
three years from March 15, 1937. 


\ taxpayer desiring to file a claim for refund of 
capital-stock tax for 1935 should use Form 843. The 
reasons why the claim should be allowed (line fol- 
lowing line numbered 8 on Form 843) might be set 
forth somewhat as follows: 


“(A) Section 105 of the Revenue Act of 1935, im- 
posing a capital-stock tax, is invalid and unconstitu- 
tional for the following reasons: 


* 38-2 ustc J 9344. 
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(1) It requires or permits the inclusion of an arbi- 
trary original declared stock value, not necessarily 
reflecting the actual value of the stock as of the pre- 
scribed date. 

(2) It deprives the taxpayer of the right to file an 
amended return showing a corrected original declared 
value where the taxpayer erroneously, in good faith, 
inserted an incorrect original declared value in its 
original return. 


(3) It does in fact and intent authorize an original 
unchangeable declared value without prescribing any 
method or yardstick for determining such value, there- 
by requiring or authorizing an arbitrary, unsound 
value not necessarily based on any sound basic eco- 
nomic principle nor on the book or actual value of the 
stock nor its net asset value. 


(4) It requires the doing of an act in terms so 
vague that men of common intelligence must neces- 
sarily guess at its meaning and differ as to its appli- 
cation, thereby violating the Fifth Amendment to the 
Constitution. 


(5) It is a delegation by Congress to the taxpayer 
of the right to determine by what method and in what 
amount the tax should be computed, such a delegation 
being beyond the power of Congress. 

(B) The regulations and the instructions on the 
return Form 707 are invalid and erroneous, and are 
not properly interpretative of the law, in any event.” 


Claims for refund of excess-profits taxes for 1936 
could be correspondingly worded, alleging also that 
since the excess-profits tax is based upon the capital- 
stock tax, which is unconstitutional, the excess-profits 
tax could not have been legally collected. 


Prepaid Periodical Subscriptions—Year Taxable 


In January, 1939, a publisher received $6 for which 
he agreed to deliver his publication to the subscriber 
for three years. He is on the accrual basis. Must he 
report the $6 as income for 1939, or may he spread this 
amount equally over the three-year subscription term? 

In G. C. M. 20021* a publisher on the accrual basis 
had been reporting such receipts as income for the 
year of receipt. It sought permission to prorate the 


8 1938-1 CB 157. 













































































































































































































































































































































































































subscriptions over their terms. While the facts un- 
der which the ruling was made show that there was 
an attempt by the taxpayer to deviate from its es- 
tablished method, the ruling does not seem to turn 
on that point but states: 







Amounts received by the M Publishing Co. 
the taxable year, without restriction as to disposition, use, 
or enjoyment, for subscription service to be rendered in a 
succeeding year or years constitute income for the year in 
which received regardless of the fact that the taxpayer's 
books of account are kept on the accrual basis. 


The ruling evoked much adverse criticism and there 
are many who believe it to be wrong. 

In a more recent ruling ® the Bureau interprets and 
explains G. C. M. 20021. Especially, it answers the 
question whether the G. C. M. meant that all who 
had consistently prorated in the past must now change 
to the method of reporting the full prepaid subscrip- 
tion in the year of receipt. The later ruling points 
out that G. C. M. 20021 related to a case where the 
taxpayer itself had in the past reported the full pay- 
ment as income in the year of receipt and then asked 
permission to change to the proration method and 
that the permission was refused. The scope of G. C. M. 
20021 is outlined in the new ruling as follows: 


While the case on which G. C. M. 20021 was based was one 
in which the taxpayer was denied permission to change the 
method of accounting which it had consistently used in 
previous years and which had been accepted by the Commis- 
sioner as clearly reflecting its income, it does not necessarily 
follow that all publishers keeping their books on an accrual 
basis must change the method of treating prepaid subscrip- 
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tions so that the full amount received is reported as income 
in the taxable year in which received but rather that the 
taxpayer is not now permitted to change to some other 
method after having consistently followed in past years a 
certain method which the Commissioner has accepted as 
clearly reflecting its income. 

Likewise, if in prior years the publishers which you repre- 
sent have been consistently reporting as income in the year 
of receipt only that proportion of the payment which the un- 
expired portion of the taxable year remaining at the time of 
receipt of payment bears to the full period of time covered 
by the subscription, G. C. M. 20021 will not require a change 
to the method approved in that ruling. 

The result of the two rulings seems to be as follows: 
The taxpayer on the accrual basis who has always 
reported the subscription as income in the year re- 
ceived may not change to the proration method. If 
the taxpayer has consistently reported on the prora- 
tion method, he will not be required to change and 
report the payments in the year of receipt. Where a 
taxpayer sets up accounts for the first time he ap- 
parently may use either method. This latter principle 
seems justified in spite of the positive holding to the 
contrary in G. C. M. 20021 because the more recent 
ruling limits the application of the G. C. M/. to change 
in treatment rather than to the substantive principle 


that all prepaid subscriptions are income in the year 
of receipt. 


Vinson Act—New Regulations 


In 7. D. 4906,'° new regulations are promulgated 
under the Vinson Act (excess-profits on Navy con 
tracts) for income-taxable years ending after April 3, 
1939. The regulations correspond to those contained 
in T. D. 4723,4 as amended, and include, as principal 
changes, provisions for the manner of determining 
excess-profits liability with respect to contracts involv- 
ing naval aircraft, and credits for net loss and 
deficiency in profit in connection with such naval air- 
craft contracts. “Completion of contract” is defined. 

T. D. 4723, as amended, remains in full force and 
effect with respect to all contracts and subcontracts 
completed prior to April 3, 1939. 


Correction 





In our May, 1939 issue in the article “A Survey of 
Tax Exemptions,” by L. R. Bloomenthal, it was in- 
advertently stated, at page 273, that “The IF ‘ederal Gov- 
ernment has never released a complete inventory of 
its property.” A report prepared by the Special Com- 
mittee on the Study of Federal Ownership of Real 
Estate, entitled “Federal Ownership of Real Estate 
and Its Bearing on State and Local Taxation” was 
submitted to Congress by the President on January 
16, 1939, and published as House Document No. 111. 
76th Congress, First Session. It contains a detailed 
inventory of federal property in each of the states as 
of June 30, 1937. A copy of this report was receive: 
by the author after the May issue was on the presses. 
hence correction could not be made. We wish tv 
thank Mr. L. Laszlo-Ecker of the Division of Tax 
Research of the Treasury Department for calling the 
matter to our attention. 


® 393 CCH {j 6266. 
% 393 CCH {| 2284D-2285. 
1 1937-1 CB 519. 
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PENDING 


ALABAMA 
The Alabama Legislature remains in ses- 
sion. Following are bills not previously 
reported: 


Introductions 


Hydro-Electric Power Tax.—H. B. No. 
841 imposes a tax on hydro-electric power. 
To Ways and Means Committee. 

Mileage Tax.—H. B. No. 791 provides 
for the levy, assessment and collection of 
mileage taxes from motor carriers. To 
Ways and Means Committee.’ 

_ Public Statutes.—H. B. No. 787 provides 
for the revision of the public statutes of 
the State. To Judiciary Committee. 

Securities Taxes.—H. B. No. 853 amends 
Secs. 338 and 344, General Revenue Act 
of 1935, relative to taxation of securities. 
To Ways and Means Committee. 


MASSACHUSETTS 


SL 


NDER the above heading, report 

is made of the introduction of, and 
action taken on, state tax legislation of 
importance to business interests. The 
section is confined to bills pending in 
state legislatures, and the final report 
covers enactment, when the bill is 
listed under the caption “approvals.” 
This feature is made possible through 
the facilities of the Commerce Clearing 
House Legislative Reporting Depart- 
ment, which furnishes a twenty-four 
hour reporting service on all subjects 
for all states. A copy of the text of 
any bill reported may be obtained for 

a service charge of one dollar. 


Cigarette Tax.—H. B. No. 2563 provides 
for a cigarette tax. Chapter 454. 
Corporation Excise Tax.—H. B. No. 2563 


provides for a temporary additional tax in 
1939 and 1940. 


The 1939 regular session of the Massa- 


chusetts Legislature adjourned on August 
12. The following laws in addition to those 
previously reported have been enacted: 


Approvals 


Alcoholic Beverages. 
—H. B. No. 2532 im- 
poses a temporary addi- 
tional excise with respect 
to the sale of alcoholic 
beverages and alcohol. 
Chapter 434. 


Banks.—S. B. No. 598 
relates to the taxation 
ot savings and insurance 
banks with respect to 
their insurance depart- 
ments. Chapter 447. 


Business Licenses.— 
H. B. No. 2556 provides 
lor the computation of 
“breaks” under the pari- 
mutuel system of wager- 
ing on the basis of 
each one dollar wagered. 
Chapter 497. 


_S. B. No. 595 requires 
the licensing of recrea- 
tional camps, overnight 
camps or trailer camps. 
Chapter 416. 


Jurisdiction 
Alabama .. 


Alabama (ist Sp.) 


Arizona 
Arkansas 


Arkansas (ist Sp.) “ 


California ........ 
Colorado 


Colorado (ist Sp.).. 


Connecticut .. 
Delaware . 


Florida 
Georgia 

Idaho 

Illinois 
Indiana .. 
Iowa 

Kansas 

Maine 
Maryland .. 
Massachusetts 


Michigan . 
Minnesota 
Missouri 
Montana 
Nebraska 


Gasoline Tax.—S. B. No. 586 further ex- 
tends the time during which there shall be 
collected an additional tax on sales of gas- 
oline. 


Chapter 408. 


Calendar of 1939 Legislative Sessions 


Date of 
Date of Adjourn- 


Meeting 


Jan. 10 
Mar. 16 
Jan. 9 
Jan. 
July 


Jan. 
Jan. 
Apr. 
Jan. 
Jan. 
Apr. 
Jan. 
Jan. 
Jan. 
Jan. 


Jan. 
Jan. 


Jurisdiction 
Nevada 
New Hampshire 
New Jersey 
New Mexico .. 
New York . 


New York (ist Sp.) 
North Carolina . 
North Dakota 

Ohio . mn 
Oklahoma 

Oregon 

Pennsylvania ...... 
Rhode Island ...... 
Rhode Island (1st Sp.) 
South Carolina .... 


South Dakota 
Tennessee 
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Vermont 


Washington 
West Virginia 
Wisconsin 
Wyoming 


*In recess. 
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TR OTAX LEGISLATION 


Income Tax.—H. B. No. 2418 relates to 
the exemption from taxation of business 
income of officers and employees of the 
U. S. Government. Chapter 486. 

H. B. No. 2563 provides for a temporary 
additional tax in 1939 and 1940. Chapter 
454. 


Inheritance Tax.—H. B. No. 425 relates 
to the taxation of deeds, grants or gifts in 
contemplation of death. Chapter 380. 


H. B. No. 428 amends the law relative to 
valuation and appraisal of property in con- 
nection with inheritance tax. Chapter 494. 

H. B. No. 2563 provides for a temporary 
additional tax in 1939 and 1940, and in- 
creases inheritance taxes during the period 
between September 1, 1939 and June 30, 
1941. Chapter 454. 


Motor Vehicles.—H. B. No. 99 relates to 
number plates on trailers. Chapter 436. 


Property Taxes.—S. B. No. 617 regulates 
the fixing of local tax rates for the current 
year. Chapter 493. 


H. B. No. 2605 apportions and assesses 
a state tax. Chapter 516. 


NEW JERSEY 


The 1939 session of 
the New Jersey Legis- 
lature has recessed until 
September 25. The fol- 
lowing bills, in addition 
to. those previously re- 
ported, have been intro- 
duced or approved: 


Date of 
Adjourn- 
ment 


Date of 
Meeting 
Jan. 16 Mar. 16 
Jan. 4 June 16 
Bee TD lice 
Jan. 10 Mar. 10 
Jan. May 20 
June July 10 
Jan. Apr. 
Jan. Mar. 
Jan. June 
Jan. Apr. 


Jan. Mar. 
Jan. May 
Jan. 
July 
Jan. 
Jan. 
Jan. 
Jan. 
Jan. 
Jan, 
Jan. 
Jan, 
Jan. 


~) 


Introductions 


Business Licenses.— 
A. B. No. 683 creates the 
New Jersey Racing Com- 
mission and _ provides 
for the licensing of horse 
races. 


Property Taxes.—sS. 
B. No. 426 increases the 
membership of county 
boards of taxation to 
five in first class coun- 
ties. To Taxation Com- 
mittee. 


A. B. No. 675 simpli- 
fies the procedure in 
correcting inadequate as- 
sessments. To Taxation 
Committee. 
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Approvals 

Inheritance Taxes.—S. Bb. No. 268 ex- 
empts from taxation proceeds from insur- 
ance policies where the beneficiary is 
changed. Chapter 303. 

Property Taxes.—A. B. No. 239 permits 
municipalities to compromise taxes of cor- 
porations in bankruptcy. Chapter 314. 


WISCONSIN 
The Wisconsin Legislature remains in 
session. In addition to action previously 
reported, the following bills have been in- 
troduced or approved: 
Introductions 
Income Tax.—S. B. No. 556 relates to no- 
tice and hearing on additional assessments 
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of income tax. 
tion Committee. 


To Corporation and Taxa- 


Real Estate Taxes—A. J. R. No. 37 
amends section 1, article VIII of the Con- 
stitution to permit installment payment of 
real estate taxes. Passed Senate. 


S. B. No. 551 relates to real estate assess- 
ments in cities other than first class. To 
Corporation and Taxation Committee. 


Taxation.—A. J. R. No. 152 memorializes 
Congress to amend the Constitution of the 
United States relative to taxes on incomes, 
gifts and inheritances and to provide limi- 
tations on taxes so levied. To Calendar. 


September, 1939 






Approvals 

Mileage Tax.—A. B. No. 396 relates to 
the special permit and mileage tax of mo. 
tor carriers. Chapter 305. 

Motor Vehicles.—A. B. No. 448 relates 
to the tax on replacement motor vehicles, 
Chapter 306. 

_ Tax Deeds.—A. B. No. 83 relates to no- 
tices for application for tax deeds. 

A. B. No. 208 amends section 75.20 of the 
statutes relating to limitations on actions 
and issue of tax deeds. Chapter 302. 

Tax Exemptions.—A. B. No. 569 relates 
to property exempt from taxation. 

Well Drilling Trailers—A. B. No. 624 
relates to registration of trailers with well 




















































































Tax-Exempt Reorganizations—Status after 
the Hendler Case 
(Continued from page 523) 


After all, what business does not have an apprecia- 
tion in value as time goes on? For instance, there 
is the intangible item of good will in most retail estab 
lishments. Other items such as the value of patents, 
real estate and the like are usually worth more than their 
basis in successful going concerns. Besides when 
would assumed liabilities be considered as paid for 
the purpose of taxing the gain? Would it be within 
the taxable year, or would the tax on the gain be 
deferred over the periods of actual payment? In the 
final analysis all assumed liabilities must be paid. 









































Just Published... 
SOCIAL SECURITY ACT 


As Amended 


1939 


This handy new book reproduces the full, 
official text of the federal Social Security law as 
amended by the important new amendments of 
1939. Right up-to-the-minute, here is the com- 
plete law as'it stands today! In addition to the 
text of the law, this book helpfully covers the 
pivotal developments in an explanatory intro- 
duction which highlights the new amendments. 
Special quick-glance Charts clearly illustrate 
just how the new Benefit Provisions apply under 
these far-reaching amendments. Fully indexed 
for quick, convenient reference. 


Lawyers, Accountants, and Business Execu- 
tives will find this new book unusually helpful. 
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Price, $1 a copy. 
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drilling outfits. 


It would seem that the only way to successfully 
have a tax-free incorporation or reorganization is to 
eliminate liabilities from the transfer—and leave suf- 
ficient assets in the old entity to liquidate any liabil- 
ities not assumed by the transferee. 


Section 213, 1939 Act 


Section 213 of the Revenue Act of 1939, however 
modifies the harsh effects of the above mentioned 
cases. This new section provides that assumption of 
liabilities on tax-free exchanges, where there is an 
appreciation in the value of the assets transferred, 
does not immediately result in the recognition of the 
gain or loss. Instead it merely requires the transferor 
to reduce the basis of his cost by the amount of the 
appreciation in the value of the assets transferred, to 
the extent that it is not in excess of the amount of 
the liabilities assumed by the transferee. This new sec- 
tion has the effect of postponing the taxation of the un- 
realized profit but it does not do away with the un- 
certainty and inequities discussed above. 


Trust Income—Test of Grantor's Taxability 
(Continued from page 522) 


income of the estate, but was subject to an accounting 
to the beneficiary under the trust instrument, during 
the term of his office as trustee. It appears that this 
feature is justified by the legal distinction as be- 
tween persons acting in their individual capacity, and 
persons charged with a legally imposed duty to an- 
other. 

In drawing a trust instrument the importance of 
the power to revoke or not to revoke can not be over- 
stressed. It is important that no words or phrases 
be used in the instrument that might in any way be 
construed as a possible power of revocation, during 
the term of the declaration of trust, if it is intended 
that the grantee, and not the grantor shall be liable 
for income taxes on the income of the trust estate.’ 







2 For reference the following cases are suggested as good materia! 
in determining the test of taxability of trust income: First Na- 
tional Bank of Birmingham v. U. 8., 74 Fed. (2d.) 360; 35-1 vustc 
§ 9028; Blair v. Commissioner, 300 U. S. 5, 57 S. Ct. 330; 37-1 ust« 
{ 9083; Burnett v. Wells, 289 U. S. 670, 53 S. Ct. 761; 3 ustc { 1108; 
Douglas v. Wilcutts, 296 U. S. 1, 56 S. Ct. 59; 36-1 ustc J 9002; Shan- 
ley, Jr. v. Bowers, 81 Fed. (2d.) 13; 36-1 ustc § 9069; Kaplan v. Com- 
missioner, 66 Fed. (2d.) 401; Meredith Wood, 37 BTA 1065; Warren 
H. Corning, 36 BTA 301; Phoebe Warren McKean Downs, 36 BTA 
1129; William E. Boeing, 37 BTA 178; E. E. Black, 36 BTA 346: 
Henry A. B. Dunning, 36 BTA 1222; and William Lea Taylor, 37 
BTA 875. 
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Refunds of Processing Taxes 
(Continued from page 520) 


Even though gains and losses on hedging transac- 
tions are taken into consideration in determining the 
cost of wheat per books, the cost so determined will 
not necessarily reflect the market value of wheat at the 
time of processing. The effect of hedging operations 
is to bring the costs in line with the market value of 
wheat at the date of contract of sale of the flour and 
not at the date of its production. 

The question as to whether the type and grade of 
articles produced in the tax period are comparable 
with those produced in the base period requires con- 
sideration under the rebuttal provisions of the law. 
For example, if a larger percentage of the flour pro- 
duced is sold in small packages in the tax period than 
in the base period, the margin for the tax period will 
be higher because of the higher price for small pack- 
aged goods. In such case adjustments will necessarily 
be made to secure marginal computations on a com- 
parable basis during the two periods. There may be 
a larger percentage of export sales in one period than 
the other and these sales may be made at a lower 
average price than domestic sales. In this way the inclu- 
sion of export sales in the marginal computations mav 
result in a distorted comparison. Where this is true 


export transactions should be eliminated in both the 
tax period and the base period, in the marginal com- 
putations under the rebuttal provisions of the statute, 
despite the fact that they have been included in both 
periods in the prima facie evidence.. The real purpose 


of the statute is to secure a comparison of margins 
on taxable goods in the tax period with a similar class 
of goods in the base period. Export sales are not tax- 
able. For this reason they should be omitted in the mar- 
ginal computations for both periods where their inclusion 
seriously distorts the margins on domestic sales. 


An adjustment for differences in manufacturing and 
selling costs may be made under the rebuttal provi- 
sions of the law. The expenses of operation were 
generally higher during the tax period than during 
the base period. In some cases the increased expense 
is due to increases in wage rates and in other cases 
the increased cost per barrel is due primarily to a 
decrease in the volume of production. An adjustment 
for increased expenses due to either or both causes is 
proper under the rebuttal provisions of the statute. 
The drastic decline in the flour production of report- 
ing commercial mills in the fiscal years ended June 30, 
1934, and 1935, is recognized as attributable primarily 
to the processing tax. For this reason an adjustment 
for increased cost per barrel resulting from a decrease in 
the volume of production in the tax period is permissible. 


The question has been raised as to whether the 
statement made in the Millers’ National Federation 
contract that “the prices named in this contract in- 
clude the processing taxes” is a bar to the miller’s 
showing by competent evidence that he was unable to 
pass on all of the tax. The answer is that this state- 
ment in the contract is not a bar to such a showing. 
It was inserted for the purpose of protecting the buyer 
and seller and to provide them a basis for settlement 
in the event of an increase or decrease in the rate of 
tax. It has no bearing upon the question of fact to 
be determined under the statute. Cases arising under 
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Title VII are to be considered on their merits and the 
Act requires that a determination be made of the 
actual extent to which the individual miller bore 
the burden of the tax. To that extent he is entitled to a 
refund of the tax paid. 


Action on Claim 


The first action on the claim for refund is by the 
Commissioner of Internal Revenue. He may allow 
the claim in full, allow it in part and reject it in part, 
or reject it in full. If the claimant is dissatisfied with 
the Commissioner’s action he may then appeal to the 
United States Processing Tax Board of Review. This 
Board has exclusive jurisdiction for the consideration 
of appeals from the Commissioner’s action on refund 
claims filed under Title VII of the Act. If the claim- 
ant desires to appeal to the Board of Review he must 
file a petition with the Board within three months 
after the issuance of the Commissioner’s notice of 
final action on his claim. The claimant is entitled to 
a hearing before the Board of Review which may be 
held in Washington or in the claimant’s own collec- 
tion district, as he may choose. Hearings before the 
Board of Review are open to the public. The pro- 
ceeding is conducted in accordance with the rules of 
practice and procedure as promulgated by the Board 
and in accordance with the rules of evidence appli- 
cable in courts of equity in the District of Columbia. 
The proceeding is formal. Both the claimant and the 
Commissioner of Internal Revenue may be represented 
by counsel. The claimant first introduces evidence 
in support of his claim for refund which will consist 
of the prima facie evidence, together with any rebuttal 
evidence which the claimant desires to present in 
substantiation of a refund of a larger amount than 
that shown in the prima facie case. The claimant’s 
case may be attacked by the Commissioner not only 
by cross examination of the claimant’s witnesses, but 
also by the introduction of evidence in the Commis- 
sioner’s behalf through his own witnesses. A review 
of the Board’s decision may be had by either party 
upon the filing of a petition for review in the Circuit 
Court of Appeals of the United States for the circuit 
in which the claimant resides or has his principal place 
of business. The judgment of the Court of Appeals 
is subject to review by the Supreme Court of the 
United States upon certification or certiorari. 

The validity of the restrictions upon the refund of 
processing taxes contained in Title VII of the 1936 Act 
has been considered and partially sustained by the Su- 
preme Court in the Anniston case.? In that case the 
claimant brought suit on November 22, 1935, against the 
Collector of Internal Revenue to recover processing 
taxes paid. After the passage of the 1936 Act the claim- 
ant amended its complaint, asserting the unconstitution- 
ality of the restrictions contained in Title VII. In 
affirming the dismissal of the suit the Supreme Court 
held that the claimant’s constitutional rights were not 
violated by the substitution of a remedy against the 
government for its previously existing right of action 
against the Collector; that the procedure established 
under Title VII provided for a judicial determination 
of every question of law which the claimant is entitled 
to raise; that the refusal of a refund in a case where 


2 Anniston Manufacturing Company v. Davis, 301 U. S. 337. 
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the claimant has shifted its burden to another can not 
be regarded as a denial of a constitutional right ; and 
that the claimant’s assertion of the impossibility of 
proof of the fact that it did or did not bear the burden 
of the tax was premature and judicial determination 
of that question must await the presentation of the 
facts in a proceeding under Title VII. 

Some millers are apparently regarding as unimport- 
ant the presentation of their cases to the Bureau of 
Internal Revenue and intend to rely primarily on an 
appeal to the Processing Tax Board of Review and 
the Court of Appeals. This course of procedure is 
unwise. It will unnecessarily delay the closing of 
these cases. If followed generally it would soon result 
in a vast accumulation of cases awaiting irial by the 
Board of Review. Every effort should be made by 
the miller to reach a satisfactory settlement of his 
case with the Bureau and this should be possible of 
accomplishment in a great majority of cases, leaving 
for trial by the Board of Review only those cases 
involving disputes as to the interpretation of the law. 
If millers generally will make an effort to present to 
the Bureau of Internal Revenue a fuil statement of 
the facts and grounds upon which they rely in support 
of their claims and if the representatives of the Bureau 
will make a sincere effort to arrive at a fair settle- 
ment of the factual controversies, the number of nec- 


essary appeals to the Board of Review will be greatly 
reduced. 


Joint Liability 


This discussion would not be complete without some 
reference to that part of the statute which provides 
for the joint consideration of a miller’s liability for 
unjust enrichment tax under Title III of the Act and 
his claim for refund of processing tax filed under Title 
VIT. Section 506 of the Act provides that any tax- 
payer who is liable for an unjust enrichment tax and 
who has filed a claim for refund of processing taxes 
under Title VII may apply to the Commissioner of 
Internal Revenue for joint consideration of the two 
matters and may agree with the Commissioner on a 
lump sum consideration in settlement of both matters. 
Not a great many settlements have as yet been made 
under Section 506, but it is my opinion that a great 
many settlements will eventually be made under this 
provision of the law. 

Millers have experienced difficulty to date in get- 
ting joint consideration of their cases. There are two 
principal reasons for this. In the first place, the 
administrative force of the Bureau of Internal Rev- 
enue has been inadequate to permit an examination 
of the cases as expeditiously as good administration 
requires. In the next place, the Commissioner’s regu- 
lations provide that payment of the unjust enrichment 
tax shown to be due by the return must be made be- 
fore the Commissioner will enter into an agreement 
of settlement under Section 506. This requirement 
relates only to the unjust enrichment tax shown on 
the return. It does not apply to an additional assess- 
ment. Millers have been reluctant to make a payment 
of even the returned tax when they felt that they had 
a legitimate claim for refund of a substantial amount 
due them from the government. Paradoxically as it 
may sound, this provision of the regulations does not 
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prevent the joint consideration of the two matters 
prior to the payment of the unjust enrichment tax. 
The regulations merely prevent final execution of the 
closing agreement until there has been either an actual 
or constructive payment of the unjust enrichment tax. 
There is nothing to prevent negotiations for a settle- 
ment prior to the payment of the unjust enrichment 
tax. When a settlement is agreed upon the amount 
of refund due under Title VIT may then be credited 
against the unpaid unjust enrichment tax. Such a 
credit is deemed to be a payment in full compliance 
with the Commissioner’s regulations. 
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Adjusting Business to the New Legislation, by Leo 
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1065. Price $12.85. 


Assessing of Public Service Corporations, The. Mis- 
sissippi State Tax Commission Service Bulletin, No. 
20. Mississippi State Tax Commission, Jackson. pp. 55. 
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Tax Aspects of Property Settlement Agreements, 
by Frederick E. Hines. Reprinted from Southern 
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Federal-State Reciprocal Taxation of 


Income from Public Securities 


(Continued from page 508) 

It has become almost trite to point out that the 
doctrine of immunity which is supposed to be 
inherent in our federal system of government is no- 
where to be found in any expression in the Constitu- 
tion of the United States or constitutions of any of 
the states. In the words of Mr. Justice Frankfurter: 

“The judicial history of this doctrine of immunity is a 
striking illustration of an occasional tendency to encrust un- 
warranted interpretations upon the Constitution and there- 
after to consider merely what has been judicially said about 
the Constitution, rather than to be primarily controlled by a 
fair conception of the Constitution. Judicial exegesis is 
unavoidable with reference to an organic act like our Con- 
stitution, drawn in many particulars with purposed vague- 
ness so as to leave room for the unfolding future. But the 
ultimate touchstone of constitutionality is the Constitution 
itself and not what we have said about it.” ” 

T HE GENESIS of the doctrine of intergovernmental tax 

immunity has been erroneously ascribed to spring 
from Chief Justice Marshall’s opinion in McCulloch v. 
Maryland, (1819) 4 Wheat. 316. A unanimous Court 
struck down what was in fact a discriminatory stamp 
tax imposed by Maryland on the notes issued by a 
branch of the Bank of the United States. A careful 
analysis of that opinion reveals that its very essence 
is an almost passionate belief in the supremacy of the 
federal government, over state governments, in the 
operation of its activities. The nub of the Court’s 
opposition was not a mere imposition of tax but a 
designed and calculated interference with the opera- 
tions of a federal instrumentality; or to put it differ- 
ently, Marshall was not insisting upon federal 
exemption from tax as such but freedom from state 
control or interference in the form of a discriminatory 
imposition. On the other hand, by saying that a 
general property tax covering the real estate of the 
Bank and the interests of Maryland citizens in the 
Bank “in common with other property of the same 
description” would be valid, Marshall in effect indi- 
cated that a mere pecuniary burden or additional 
cost of operation of a federal instrumentality would 
not justify invalidating a state tax. He would, a for- 
tiori, have held a mere pecuniary burden or additional 
cost of operation of a state instrumentality an in- 
substantial basis for invalidating a federal exaction— 
something to remember in connection with the so- 
called increased cost of financing with taxable, as 
distinguished from exempt, securities. 

Nowhere in the opinion is there any inkling that 
the states enjoy parity with the federal government. 
The doctrine of mutual intergovernmental immuni- 
ties would have been foreign, if not repulsive, to 
Marshall’s innate federalism. On the contrary, he 
disclaimed any fear of the impact of federal taxation 
upon the operations of the states though duly appre- 
hensive of the converse. 

“The people of all the states,” wrote Marshall, 
“have created the general government, and have con- 
ferred upon it the general power of taxation. The 
people of all the states, and the states themselves, 
are represented in Congress, and by their representa- 
tives, exercise this power. When they tax the char- 





10 New York ex rel. Graves v. O’Keefe, (1939) 59 S. Ct. 595, con- 
curring opinion, p. 604. 
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tered institutions of the state, they tax their constituents ; 
and these taxes must be uniform. But when a 
state taxes the operations of the government of the 
United States, it acts upon institutions created, not 
by their own constituents, but by people over whom 
they claim no control. It acts upon the measures of 
a government created by others as well as themselves, 
for the benefit of others in common with themselves. 
The difference is that which always exists, and al- 
ways must exist, between the action of the whole on 
a part, and the action of a part on the whole—be- 
tween the laws of a government declared to be su- 
preme, and those of a government which, when in 
opposition to those laws is not supreme.” 


The keynote of federal supremacy struck by Mar- 
shall may well be said to have been the vibrant 
leitmotif of the Court for the next fifty years. Wit- 
ness the parade of cases (only a few of which will 
be mentioned here) that, whether or not decided 
correctly from our present point of view, turned on 
the inherent refusal of the Court to permit what it 
thought to be state interference with national growth 
and development. 


A special Maryland license fee on importers of for- 
eign goods was held invalid, Brown v. Maryland, 
(1827) 12 Wheat. 419, the decision relying directly 
on the reasoning of McCulloch v. Maryland. In Weston 
v. Charleston, (1829) 2 Peters 448, Marshall held 
invalid, as applied to “six and seven percent stock 
of the United States,” what he considered a discrim- 
inatory property tax imposed by the City of Charles- 
ton, South Carolina. In Dobbins v. Commissioner of 
Erie County, (1842) 16 Peters 435, the Court was con- 
fronted with the validity of a local tax on the office 
of a captain of a United States revenue cutter. Here, 
too, in holding the tax to be invalid, the Court gave 
all indications of adhering to the principle enunciated 
by Marshall as to federal supremacy. 


That principle was put to a hard test in Veazie Bank 
v. Fenno, (1870) 8 Wall. 533. A federal tax of ten 
percent on state bank notes was upheld by a divided 
Court. Now for the first time there was presented 
to the Court a situation the exact reverse of that 
obtaining in McCulloch v. Maryland. Two dissenting 
judges argued in part the parity of the states with the 
federal government and their dissent foreshadowed a 
significant change in direction to be taken by the 
Court. 


That change of direction came less than a year and 
a half later in Collector v. Day (1871) 11 Wall. 113. 
There the Court had to decide the validity of a Civil 
War Income Tax as applied to the compensation of a 
Massachusetts probate judge. It answered resound- 
ingly in the negative, but not without a trenchant 
dissent by Justice Bradley. The principle of federal 
supremacy gave way to one stressing the equality of 
the states and the federal government. Just as 
McCulloch v. Maryland was the handiwork of a man 
who was a strong nationalist at a time when the 
republic was in its infancy, so may Collector v. Day 
be viewed as the result of altered public feeling in 
the aftermath of the Civil War which had just pre- 
viously been ended. The problem was no longer to 





114 Wheat. 435, 436. 
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protect the struggling federal government but to 
prevent what was then thought to be encroachments 
on state sovereignty. 

It is Collector v. Day, and not McCulloch v. Mary- 
land, which was the source and fountain-head of the 
doctrine of intergovernmental tax immunity—a doc- 
trine that will not down, at least in the minds of some, 
even to this day notwithstanding the severe blows 
viven it by the Court within the past year. The 
rationale of Collector v. Day was in fact a distortion 
of, rather than an adherence to, the reasoning of 
McCulloch v. Maryland. Even a cursory examination 
will reveal that the doctrine of intergovernmental tax 
immunities enunciated in Collector v. Day was bot- 
tomed on theories which are intrinsically mutually 
inconsistent—-one stressmg federal supremacy, the 
other parity between state and federal sovereignties. 

Pollock v. Farmers’ Loan & Trust Co., (1894) 157 
U. S. 429; (1895) 158 U. S. 601, is pointed to as 
being a clear cut decision of the Court that a non- 
discriminatory federal income tax may not be validly 
imposed upon interest from state and municipal se- 
curities. An examination of that case reveals some 
interesting features. The Act of 1894, imposing a 
general income tax, was declared invalid in its en- 
tirety on the ground that since a tax on income con- 
stituted a tax on the source thereof and, therefore, 
was a direct tax, the tax imposed under the Act was 
invalid because of the failure to be apportioned. One 
of the items subject to tax was interest on state and 
municipal securities. In its first opinion the Court 
(majority as well as minority) relied on Collector v. 
Day to declare that a federal tax on such interest 
would be invalid. In the second opinion, however, no 
mention whatsoever was made of that case, such tax- 
ation being held invalid because the “source” (the 
securities themselves) could not be taxed. It may 
well be argued, therefore, that in a sense the state- 
ments made by the Court that the taxation of interest 
on public securities would constitute an unconstitu- 
tional interference with state governmental functions 
are obiter dicta. 


In any event those who contend that legislative 
abolition of tax-exempt securities would be uncon- 
stitutional rely upon the Pollock case as their main 
prop of support. Unfortunately for them, however, 
as indicated more fully below, the basic reasoning of 
that case has now been thoroughly blasted and little 
else but a shadow remains. Its “nuisance value” is 
apparently still considerable notwithstanding that it 
has been all but officially and categorically over- 
ruled. 


IIT. 


~* THE TURN of the century the doctrine of inter- 
governmental tax immunity appeared in full 
bloom. The sovereignties of the several states and 
the federal government were jealously protected un- 
der judicial sanction. But that doctrine too, like the 
earlier principle of federal supremacy, was not itself 
immune from a process of judicial whittling which, 
as we look back now, took various forms. 

An early indication that the high sounding doctrine 
was subject to a severe limitation came in South Car- 
olina v. United States, (1905) 199 U. S. 437, upholding 


the liability of state agents for federal license fees in 





the conduct of liquor business. From then on the 
immunity of a state from federal taxation was limited 
to functions purely governmental in nature—a test 
which we now know turned out to be a headache. 
Ohio v. Helvering, (1934) 292 U. S. 360, and Helvering 
v. Powers, (1934) 293 U. S. 214, are merely adapta- 
tions of the limitation announced in the South Car- 
olina case. 

The importance of the breach made by the South 
Carolina case may have been for years overlooked but 
its effect in weakening the logical foundations of 
the doctrine of intergovernmental immunity as ap- 
plied to nondiscriminatory taxation is now appre- 
ciated. 

That doctrine was attacked from another angle, un- 
consciously it is true, but nevertheless attacked. As 
early as United States v. Perkins, (1896) 163 U. S. 
625, the Court held that bequests to the United States 
could validly be subjected to a state succession tax. 
Five years after the Pollock case a state inheritance 
tax imposed upon the transfer of United States bonds 
was challenged as being an unconstitutional inter- 
ference with the federal borrowing power. ‘The 
Court was urged that if the tax were sustained 
persons would be forced, when making their in- 
vestments, to consider whether they could rely on 
their legatees or heirs receiving the bonds unimpaired 
by state action in the form of death duties. It was 
also urged that if the tax were to be held valid capital 
would be invested in United States bonds on terms 
less favorable to the United States than if the tax 
were held invalid. Yet, in Plummer v. Coler, (1900) 
178 U. S. 115, the Court ignored such contention and 
sustained the tax. In 1922, the Court had no diff- 
culty in sustaining the inclusion of municipal bonds 
in the gross estate subject to federal estate tax. 
Greiner v. Lewellyn, (1922) 258 U. S. 384. 

Perhaps the strongest of the inroads made on the 
logic of the Pollock case prior to 1939, was the Court’s 
decision in Flint v. Stone Tracy Co., (1911) 220 U. S. 
107. In that case the Corporation Excise Tax Act 
of 1909 was upheld even though the measure of the 
tax involved including income from state and munici- 
pal securities otherwise exempt under a direct income 
tax.’? The effect on the borrowing power of states 
and municipalities is no whit different whether a 
corporate taxpayer must pay an income tax on in- 
come which includes state and municipal bonds or an 
excise tax on the privilege of doing business as a 
corporation measured by income which includes such 
bonds. To contend otherwise is to assume a most 
unrealistic position. 

It is significant to note that in his dissenting opinion 
in National Life Insurance Co. v. United States, (1928) 
277 U. S. 508, Mr. Justice Brandeis, with whom con- 
curred Justices Holmes and Stone, was of the opinion 
that the Stone Tracy case had substantially modified 
the idea that interest from state and municipal securi- 
ties could not validly be subjected to a straight income 
tax. Mr. Justice Stone also argued, in a separate dis- 
senting opinion, that there is a marked distinction be- 
tween imposing a burden and withholding a favor. The 
Constitution does not require the conferring of tax boun- 
ties nor does it prohibit even discrimination in respect 
of an act of bounty. 





% Sec. 38, Act of Aug. 5, 1909, 36 Stat. 112. 
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Corollary to the Stone Tracy decision is Pacific Co. v. 
Johnson, (1932) 285 U. S. 480, in which the Court sus- 
tained a California corporate excise tax measured by 
net income including income from federal securities. 


Willcuts v. Bunn, (1931) 282 U. S. 216, is another 
case which when realistically examined weakens the 
foundation of the Pollock decision. It was held in the 
former case that Congress could validly tax the profit 
realized by an investor from the sale of municipal bonds, 
notwithstanding that argument had been made, which 
the lower courts had felt justified to follow, that the 
Pollock case governed. In this connection Denman v. 
Slayton, (1931) 282 U. S. 514, also should be noted. 
Therein it was held that Congress could validly deny 
a deduction for interest paid on indebtedness incurred 
to purchase or carry securities, the interest of which 
was exempt from tax. 


As a general proposition it is not unwise to observe 
legal distinctions between various kinds of taxes. Yet 
those distinctions should fall by the wayside when 
the problem at hand is an interpretation of the Con- 
stitution in a matter of tax immunity which, as we 
have seen, arose merely by implication. When eco- 
nomic effects are identical whether the challenged tax 
be an income tax sui generis or an excise tax, both 
taxes being on private persons, and the challenge 
to the validity of such an exaction is the alleged eco- 
nomic effect on the public borrower, it is imperative 
that formal technical distinctions must be abandoned. 
Labels have their place and function but they must 
not be permitted to stand in the way of a realistic 
approach to determining what the Constitution does 
or does not permit. From what has been said above 
it is obvious the Court has turned a deaf ear to pleas 
that the imposition of an excise in which the measure 
is composed in whole or in part of exempt securities, 
imposes an unconstitutional burden on the public 
borrower. What remains to be done is to give the 
Court an opportunity to adopt that same approach in 
the case of an income tax sui generis imposed upon 
income including interest from public securities. 


IV. 


.* APPRAISING the work of the Supreme Court be- 
ginning with the 1937 Term, one cannot help but be 
aware that vital changes in the concept of federal- 
state relationships have been made. There appears 
to be a conscious effort to examine anew postulates 
heretofore taken for granted and to replace confusion 
arising from inconsistent positions with a modicum 
of orderliness. 


The past two terms are significant for the number 
of instances in which precedents which were found to 
be wanting have been courageously overruled. In 
the preceding decade and a half a group of cases had 
accumulated which continued to give effect in one 
particular or another to the doctrine of intergovern- 
mental immunity. Burnet v. Coronado Oil & Gas Co., 
(1932) 285 U. S. 393, in which the United States was 
prevented from imposing its income tax upon net income 
derived from lessees from the State of Oklahoma of 
public lands for the benefit of its school system, is one 
example. Its converse is Gillespie v. Oklahoma, (1922) 
257 U. S. 501, wherein Oklahoma was prevented from 
imposing a tax upon net income derived by lessees 
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of restricted Indian lands. Indian Motocycle Co. v. 
United States, (1931) 283 U. S. 570, in which the 
Court struck down a federal tax on the manufacture 
and sale of equipment to a municipal corporation for 
its police force, is another example. Its converse is 
Panhandle Oil Co. v. Mississippi, (1928) 277 U. S. 218, 
wherein a state was not permitted to impose an excise 
tax on gasoline sold to the United States for the use 
of its Coast Guard Fleet and veterans hospital. Brush 
v. Commissioner, (1937) 300 U. S. 352, which held that 
an employee of the Water Department of the City of 
New York was not subject to federal income tax on his 
compensation, is still another‘example. And its con- 
verse is Rogers v. Graves, (1937) 299 U. S. 401, which 
denied New York the power to impose its income 
tax upon the compensation of the General Counsel 
of the Panama Railroad. 


All of these cases in essence were predicated upon 
the principle that wherever the immunity was re- 
quired by the Constitution it was absolute and that 
an interference therewith, no matter how slight, was 
prohibited. 


Fortunately, the Court has given ample indication 
that such immunity is no longer absolute but that it 
is to be measured in terms of effect or “burden” upon 
the public body involved. The Gillespie and Coronado 
cases were overruled by Helvering v. Mountain Pro- 
ducers’ Corporation, (1938) 303 U. S. 376, wherein the 
Court stated that “regard must be had to substance and 
direct effects” and that the test henceforth will be 
whether or not there is in effect a “direct and substan- 
tial interference” with the functions of government. The 
Indian Motocycle and Panhandle Oil cases remain to be 
officially overruled. 


At this late date there is really no need to exam- 
ine fully what the Court did or said in Helvering v. 
Gerhardt, (1938) 304 U. S. 405, which upheld the fed- 
eral income tax on the compensation of the employees 
of the Port of New York Authority, a bi-state public 
corporation. Suffice it to say that the Court in that 
case abandoned the heretofore accepted test for de- 
termining the taxability of the compensation of state 
and local officers and employees, namely, the nature 
and functions of their office or employment. It is 
significant that Mr. Justice Stone, speaking for the 
Court, referred again with approval to Marshall’s 
ringing statement of federal supremacy quoted earlier 
in this paper. 

The Gerhardt decision is important now for the warn- 
ings that were implicit in the approach taken by the 
Court, warnings which came to fruition in Graves v. 
O’Keefe, decided March 27 last. What the Gerhardt 
case had started, the O’Keefe finished. In a categorical 
statement, Mr. Justice Stone, again speaking for the 
Court, set at rest any doubts as to the demise of Collec- 
tor v. Day and Rogers v. Graves insofar as those cases 
stood for an implied immunity of the compensation of 
public officers and employees from state and federal 
income taxes. The O’Keefe case is also significant in 
that it expressly discredits the basic postulate of the 
Pollock decision, namely, that a tax on income is legally 
a tax on its source. This position, of course, was fore- 
shadowed by an earlier decision in Cohn v. Graves, 
(1937) 300 17. S. 308, wherein rents received by a New 
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York resident from New Jersey real estate were held 
to be subject to a New York income tax.'** 


V. 


oME contend that the O’Keefe case, upholding a 
New York income tax upon the compensation of an 
employee of the Home Owners’ I.oan Corporation 
and abolishing the immunity of state employees from 
federal tax, does not give any comfort to those who 
claim that a tax on income including interest from 
public securities would be valid. In fact, they even 
contend that the O’Keefe case affirmatively indicates 
that such a tax would be invalid. Those who so con- 
tend are merely whistling in the dark. Though per- 
sistence is at times a virtue it may likewise result 
merely from the unwillingness to admit the inevitable. 


KXven the most cursory analysis will reveal that the 
props heretofore supporting the immunity of public 
securities have disappeared. The Pollock case has 
been the main fortress of those defending the im- 
munity of income from public securities. Its basic 
postulate, as indicated above, has been discredited. 
To the extent the Pollock case relies upon Collector v. 
Day it is now without foundation since Collector v. 
Pay itself and all its implications have not only been 
undermined but completely blasted. Where then is 
there any comfort in clinging to the Pollock case! 


Fundamentally, there is no basic difference between 
a nondiscriminatory general net income tax which re- 
quires the inclusion in gross income of compensation 
of a public employee and such a tax which requires 
the inclusion in tax upon income from gross income 
of interest from a public security in the hands of a 
private holder. In either instance the compensation 
or interest, as the case may be, merely goes to make 
up gross income—statutory deductions and credits 
remaining unaffected. 





The difference between the bond situation and sal- 
ary situation is only one of degree. In one case a 
person receives a return for his personal services; in 
the other he receives a return for the fiscal services of 
his money. To say that to impose an income tax on 
the total income of a private person, including interest 
from public securities, is to affect automatically the 
borrowing power in nowise assists in arriving scien- 
tifically at a sound solution. When the Court in the 
O’Keefe case spoke, as it has in other cases, of a “bur- 
den” upon the government involved, it did not mean 
merely added expenses or cost of operations. By 
“burden” it meant an express interference with the 
essential functions of government which can only 
come about by a discriminatory exaction. Under no 
stretch of the imagination can a nondiscriminatory 
general net income tax imposed on private persons 
such as at all times here assumed, constitute an inter- 
ference with functions of government. Consequently, 
a nondiscriminatory tax can never result in a “burden” 
which is constitutionally prescribed. 


The mere fact that the cost of operations of one 
government might be lowered if all those who had 
dealings with it were free from taxation by the other, 


“a Cf. Jlale wv. Iowa State Board of Equalization, 


(1937) 302 
U. S.95 
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has been an insufficient basis for tax immunity in such 
instances as Metcalf & Eddy v. Mitchell, (1926) 269 
U. S. 514, Burnet v. Jergins Trust, (1933) 288 U. S. 


508, James v. Dravo Contracting Co., (1937) 302 U.S. 
134, and Helvering v. Mountain Producers’ Corporation, 
supra. A mere rise in interest rates would simply be 
an added cost of operation, and not an attack on govy- 
ernmental financing. 


Mr. Justice Stone observed in the O’Keefe case that: 


“So much of the burden of a nondiscriminatory general tax 
upon the incomes of employees of the government, state or 
national, as may be passed on economically to that govern- 
ment, through the effect of the tax on the price level of labor 
or materials, is but the normal incident of the organization 
within the same territory of two governments, each possess- 
ing the taxing power. The burden, so far as it can be said 
to exist or to affect the government in any indirect or inci- 
dental way, is one which the Constitution presupposes, and 
hence it can not rightly be deemed to be within an implied 
restriction upon the taxing power of the national and state 
governments which the Constitution has expressly granted 
to one and has confirmed to the other.” * 

This observation is equally applicable in the case of 
a nondiscriminatory general tax upon private incomes 
including interest from public securities. 


VL. 
A* TO THE APPLICABILITY of the Sixteenth Amend- 


ment to the problem at hand, it will in the main 
be sufficient for present purposes to call attention 
to the excellent study of the Department of Justice 
on the “Taxation of Government Bondholders and 
Employees,” published last year, and to my remarks 
before the Ways and Means Committee on June 29. 
In the study of the Department of Justice, made 
under the direction of the Honorable James W. 
Morris, then Assistant Attorney General (but now 
judge of the United States District Court for the Dis- 
trict of Columbia), there has been collated for the 
first time a most comprehensive analysis of the back- 
ground of the adoption of the Sixteenth Amendment. 


During the decade and a half following the Pollock 
decision public clamor for a federal income tax grew 
in intensity. That decision, it will be remembered, 
necessitated the adoption of a constitutional amend- 
ment if the federal government were to have an in- 
come tax that could be administered. In April, 1909, 
Senator Brown of Nebraska, offered a resolution pro- 
posing an amendment giving the Congress power to 
lay and collect taxes on incomes and inheritances. 
Subsequently he introduced a second joint resolution 
which would give the Congress power “to lay and 
collect direct taxes on incomes without apportionment 
among the several states according to population.” 
In June, the Senate Committee on Finance reported 
the resolution back to the Senate in the following 
form: 


“The Congress shall have power to lay and collect taxes on 
incomes, from whatever source derived, without apportionment 
among the several States and without regard to any census 
or enumeration.” 

Considerable controversy has existed since the adop- 
tion of the Sixteenth Amendment in 1913 as to just 
what it accomplished. ‘There are those who contend 
that the Amendment gave Congress no additional power 





59S. Ct. 601, 602. 
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to lay and collect income taxes but merely removed 
the necessity of apportionment in view of the holding 
in the Pollock case that a tax on income is a tax upon 
its source and, therefore, a direct tax subject to appor- 
tionment. Opposed to that contention is that which 
gives effect to every single word in the amendment, 
especially in the light of the times and circumstances 
surrounding the adoption of the Amendment. 


To the extent that the judges in the Pollock case 
discussed the power of the federal government to tax 
interest on state and local securities, they were all 
agreed, whatever their disagreement may have been, 
as to the nature of an income tax. Furthermore, in 
the various Civil War Income Tax Acts, in the Act 
of 1894, and in the very Corporation Excise Tax Act 
of 1909 (enacted by the same Congress that started 
the Sixteenth Amendment on its way) there was word- 
ing similar to “from whatever source derived.” The 
constitutional question in Collector v. Day had to be 
decided inasmuch as the compensation of state offi- 
cers and employees was deemed to have been included 
under the Civil War Income Tax Act before the Court. 
The constitutional question in the Pollock case, insofar 
as it involved interest on municipal bonds, was treated 
the way it was because the wording used in the 1894 
Act was deemed to have included such interest. The 
constitutional question in the Stone Tracy case, inso- 
far as here pertinent, had to be decided because inter- 
est from state and local securities was deemed to have 
been included under the wording of the Corporation 
Excise Tax Act of 1909. 


It is reasonable to conclude, therefore, that both 
houses of Congress in passing the joint resolution, 
upon which incidentally there was merely slight de- 
bate, intended by the use of the words “from whatever 
source derived” not only to remove the necessity for 
apportionment but also to overcome the one objection 
to an income tax upon which all the judges in the 
Pollock case were apparently in agreement, namely, 
the invalidity of including in taxable income interest 
from state and local securities. It is also reasonable 
to believe that the very Congress which intended to 
include all income in the measure of tax under the 
1909 Act could not have meant anything else under 
the Sixteenth Amendment when similar wording was 
used in both instances. 


When the New York Legislature had before it the 
ratification of the Amendment, Governor Hughes, op- 
posing its ratification in the form submitted, warned 
that “from whatever source derived” would include 
interest from public securities. The very same Joseph 
Choate, who in the Pollock case had argued for the 
unconstitutionality of the 1894 Act, joined with others 
in a brief to the New York Legislature in opposition 
to the Amendment, contending that “from whatever 
source derived” was undoubtedly broad enough to in- 
clude income from public securities..* The position 
taken by Governor Hughes became nationally known. 
It was pointed to by many as being a good reason 
why the Amendment should be adopted just as those 
who opposed including taxable income interest from 


'* Taxation of Government Bondholders and Employees,” De- 
partment of Justice, 1938, p. 165 
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public securities contended that if the Governor were 
correct the Amendment should not be ratified. 


Admittedly, one can find in several cases decided 
since the adoption of the Sixteenth Amendment ob- 
servations of the Court which seem to indicate that 
the Amendment might not really mean what it says. 
There is substantial reason, however, for genuinely 
believing that the Court, better informed as to the 
genesis of the Sixteenth Amendment and the history 
of its adoption, would, when required to make a clear 
cut decision, decide along the lines here suggested. 


It would be quite anomalous if the Pollock case, now 
shown to be stripped of the last vestige of authority, 
would be responsible for two constitutional amend- 
ments—certainly a unique honor! 


I have refrained from touching upon the question 
as to the validity of subjecting income from federal 
securities to state income taxes. Whatever may be 
said with respect to the constitutional power of the 
several states to subject to their income tax interest 
from federal securities, in the absence of an express 
consent by the federal government, that question would 
be moot in view of the President’s proposal. That 
proposal calls for not only the federal taxation of 
interest from state and local securities but also for 
a consent on the part of the federal government to 
state tax on the interest from its securities. There is 
no doubt but that such affirmative consent would 
effectively permit states to tax the income arising 
from federal securities.’® 


Senator Prentiss M. Brown, Chairman of the Spe- 
cial Senate Committee on Taxation of Governmental 
Securities and Salaries, in a recent broadcast, ex- 
pressed his hope that the statutory exemption from 
income tax be ended at once in the case of interest on 
future issued public securities. In referring to the 
position of the Treasury Department (as presented 
to his Committee) with respect to the President’s pro- 
posal, he stated: “I cannot believe that our Congress 
will fail to follow the recommendations of the Treas- 
ury Department.” 1° To which I add, that if those 
recommendations are followed they will, as I have 
attempted to indicate above, not only be constitution- 
ally valid but also publicly well received. 


Regulatory Taxes 
(Continued from page 517) 


employment. Would this in turn lead to price infla- 
tion, perhaps of a runaway sort during business cycle 
upswings? Would there be reactions on business 
finance, pressing us still further from a cash to a 
credit economy? How would our consumption and 
production of foreign-trade goods, and our balance 
of international payments, be affected? The writers 
who have so far discussed “anti-hoarding” tax pro- 
posals have given no answers to these questions, or 
at best only partial answers. And these questions 
must be fully probed if a currency-and-deposits tax 
is ever levied as a regulatory measure. 





3S, A. Gutkin, ‘‘Taxing Tax-Immune Income,’’ (1938) 26 Calif. 
L. Rev. 579. 


16 National Radio Forum, May 15, 1939; Washington Evening Star, 
May 16, 1939, p. A-12. 
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Appellate and Lower Courts 


Estate Tax—Stock Valuation.—On the evidence, the Board 
of Tax Appeals was warranted in valuing Procter & Gamble 
common stock at $280 per share on January 5, 1929, the date 
of decedent’s death. This evidence showed that on the basic 
date there were 23 transactions on the Cincinnati Exchange 
in which 959 shares (of 1,250,000 shares outstanding) were 
sold at an average price of $280 plus per share; that shortly 
before and after the basic date, shares had been sold in 
small lots on the Cincinnati Exchange at prices averaging 
more than $280; that the earnings of the company warranted 
such a price; and that the petitioner did not attempt to 
disclose New York sales prices on or near the basic date. 


Affirming Board of Tax Appeals decision, 33 BTA 94, 
CCH Dec. 9078.—U. S. Circuit Court of Appeals, Sixth Cir- 
cuit, in Cecil H. Gamble, Exr., Estate of Mary H. Gamble 
v. Commissioner of Internal Revenue. No. 7540. 


Estate Tax—Transfer in 1923 Excluded from Gross Estate. 
—Appellee’s decedent died in 1933, leaving his wife surviving 
him. In 1923, decedent conveyed certain property to himself 
as trustee, to pay the income to his wife for life, and after 
her death to himself. The trust was revocable by the trus- 
tee with the written consent of the life beneficiary. Where 
the transfer was complete when made, and the provisions of 
the trust relating to the power of the trustee to revoke and 
modify do not render such transfer incomplete, the trust 
is not includible in decedent’s gross estate as being one to 
take effect in possession or enjoyment after death. 


Affirming Board of Tax Appeals memorandum decision 
reported as CCH Dec. 9975-J.—U. S. Circuit Court of Ap- 
peals, First Circuit, in Commissioner of Internal Revenue v. 
Sarah Kaplan et al., Exrs. No. 3395, March Term, 1938. 


Excise Tax on Toilet Preparations—Arm’s Length Selling 
Prices.—Sales by taxpayer to a selling corporation were at 
fair market prices, and at prices, for which the articles in- 
volved in such sales were sold in the ordinary course of trade 
by manufacturers or producers thereof. The Commissioner 
erred in basing the tax on the price for which the selling 
company sold the product. Neither corporation held stock 
of the other and stockholders owning stock of each corpora- 
tion did not hold the stock in substantially the same propor- 
tions. Neither corporation was an agent of the other, and 
taxpayer did not control the policies or selling policies of 
the selling corporation.—U. S. District Court, Northern Dist. 
of Illinois, Eastern Division, in Campana Corporation v. Car- 
ter H. Harrison, Individually and as Collector of Internal 
Revenue, First Collection District of Illinois. Law No. 46669. 


Gift Tax—Insurance Policy—Premiums Paid from Com- 
munity Property—Where taxpayer in 1934 made an irre- 
vocable assignment of his interest in life insurance policies 
the gift tax applied to the entire cash surrender value of the 
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policies and not half thereof, notwithstanding that premiums 
on the policies after marriage were paid from Texas com- 
munity funds. One dissent. 


Affirming Board of Tax Appeals decision, 38 BTA 632, 
CCH Dec. 10,435, reported at 393 CCH J 7033.—U. S. Circuit 
Court of Appeals, Fifth Circuit, in R. L. Blaffer v. Commis- 
stoner of Internal Revenue. No, 8992. 


Gift Tax—Life Insurance Policy Assigned in Trust.—|’ur 
suant to stipulation, the court decides this case in accordance 
with its decision in Blaffer v. Com., above which held that on 
an irrevocable assignment of an interest in a life insurance 
policy the gift tax applies to the full cash surrender value of 
the policies and not half thereof, notwithstanding that pre- 
miums on the policies after marriage were paid from Texas 
community funds. : 


Affirming Board of Tax Appeals decision, 38 BTA 638, 
CCH Dec. 10,436, reported at 393 CCH { 3935.26.—U. S. Cir- 
cuit Court of Appeals, Fifth Circuit, in W. S. Farish 
Commissioner of Internal Revenue. No. 8993. 


Gross Estate—Insurance—Whether Includible.—Insurance 
was not part of the gross estate under Sec. 302(d) or Sec. 
302(g) of the 1926 Act, where the insured could revoke th« 
policy as to the primary beneficiary only with her consent, 
although he reserved the unqualified right to revoke as to 
the contingent beneficiaries. Reservation of dividends on 
the policy does not alter the result, nor does the fact that the 
beneficiary’s interests were contingent on surviving the 
insured.—U. S. District Court, Dist. of Rhode Island, in 
Alice S. Keefe, Gertrude S. Keefe and Mary R. Keefe v. Joseph 
Broderick, Collector of Internal Revenue. Law No. 3012. 


Husband-Wife Transaction—Loss.—Loss is denied on 1932 
joint return, on sale of securities through a broker, where 
the same securities were acquired on the same day by the 
seller’s wife, through the same broker. It is significant that 
the securities were paid for by the wife by check drawn on 
a joint bank account subject to check by the husband or the 
wife and that the check would have created an overdraft 
in the account had not the broker’s check, given to the hus- 
band, been immediately deposited when received, the day 
after the check on the joint account was drawn. Under 
these circumstances, there was a gift by the husband to the 
wife, and not a bona fide sale. 


Affirming District Court decision, 38-1 ustc J 9226, 22 Fed. 
Supp. 936.—U. S. Circuit Court of Appeals, Fourth Circuit, 
in Emory H. Niles and Charles E. Cockey, Admrs., c. t. 4, 
Estate of Leroy L. Andrews v. Lewis M. Milbourne. Law 
No. 4360. 


Interest Distinguished from Dividends.—Certificates, desix- 
nated preferred stock, issued in order to pay a matured bond 
issue, are held to have been evidences of indebtedness rather 
than preferred stock; and payments of 7 per cent per annui 
were deductible as interest paid by the corporation. The 
certificates provided that if accrued dividends remained 
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paid for six months or more, the holders of two-thirds in 
value thereof could apply for appointment of a receiver to 
operate the properties and, if necessary for payment of the 
so-called preferred stock and interest, to sell the properties. 
—U. S. District Court, Middle Dist. of Georgia, Thomasville 
Division, in The South Georgia Railway Co. v. United States. 
Law No. 23. 


Interest on Deficiency—Waiver—Effect.—While an appeal 
was pending before the Board of Tax Appeals, taxpayer 
executed a waiver of restrictions on assessment and collec- 
tion of a deficiency for 1918 to 1920. The Commissioner now 
contends that the waiver was so conditioned as to be in- 
operative until the adjustments contained therein were ac- 
cepted. Where, upon the basis of such waiver, a deficiency 
was assessed nearly five months before the decision of the 
3oard would have become final, it is held that under the 
provisions of Sec. 283(d) of the 1926 Act, the waiver was 
sufficient to stop the running of interest from the thirtieth 
day after its filing—U. S. District Court, Eastern Dist. of 
Michigan, Southern Division, in Charles Clarage v. Fred L. 
Woodworth, Formerly Collector of Internal Revenue, Dist. of 
Michigan. No. 9270. 


Interest Paid—Dividends.—Corporation is permitted to de- 
duct $30,000 annually as interest on a $500,000 note given to 
trustees for stockholders in payment of a declared dividend 
of $500,000, although none of the note has ever been paid. 


Affirming Board of Tax Appeals decision, 37 BTA 43, 
CCH Dec. 9910.—U. S. Circuit Court of Appeals, Fifth Cir- 
cuit, in Commissioner of Internal Revenue v. T. R. Miller Mill 
Company. No. 8915. 


Inventory Valuation—Securities Dealer—The Commis- 
sioner is sustained in valuing the plaintiff’s closing inven- 
tories of securities for 1933 and 1934 at market where it 
appears that plaintiff was a dealer in securities and that the 
method used on its returns did not conform with any of the 
three methods prescribed by Article 105 of Regulations 74.— 
U. S. District Court, Southern Dist. of Ohio, Eastern Divi- 
sion, in The Huntington Securities Corporation v. Harry F. 
Busey, Collector of Internal Revenue, Eleventh District of Ohio. 
Law No. 3670. 


Investment Expenses.—The nature and extent of taxpayer’s 
activities in connection with her investments in stocks and 
bonds constituted engaging in business in 1931 and 1932, and 
expenses in connection therewith were deductible. The 
record shows that she was personally active in connection 
therewith although details were left to employees.—U. S. 
District Court, Western Dist. of Michigan, Southern Divi- 
sion, in Mary J. Sexton v. United States. Nos. 3834-3835. 


Lien of Tax.—Lien of United States for income taxes is 
not valid as against an innocent purchaser of real estate, 
where the United States, in filing its lien, did not comply 
with Sec. 3746 of the Compiled Laws of Michigan of 
1929, which requires that notices of lien shall contain a 
description of the property upon which the lien is claimed 
in order to enable such lien to affect the rights of third 
parties. Such a provision is valid and places no unreason- 
able burden upon the Commissioner.—U. S. District Court, 
Western Dist. of Michigan, Southern Division, in United 
States of America v. Thomas Maniaci and Wilmarth T. Shafer. 
In Equity No. 2819. 


Loss—Sale of Trust Property.—Taxpayer created a trust 
for his wife’s benefit. The instrument provided for additions 
to the trust by annexing description thereof to the agree- 
ment. The donor withdrew shares from the trust with the 
consent of the beneficiary, sold them at a loss, and used 
some of the proceeds to purchase other stock and trans- 
ferred it to the trust. The donor is allowed to deduct the 
loss on such sales, treating the shares as if they had been 
held by him from the date of his original acquisition. 


Affirming Board of Tax Appeals memorandum decision 
reported as CCH Dec. 9516-C.—U. S. Circuit Court of Ap- 
peals, Sixth Circuit, in Commissioner of Internal Revenue v. 
R. L. Bacher, Better Known as Rollin L. Bacher. No. 7710. 


_Loss Compensated.—Two groups of individuals conducted 
litigation to establish the right to depletion deductions. The 
first group litigated the issue by Board procedure and was 
unsuccessful. The second paid the tax, sued for refund and 
was successful in the Supreme Court. Pursuant to agree- 
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ment, the second group reimbursed members of the first 
in 1933 for income taxes they had to pay under the de- 
cisions which were adverse to them. Subsequently, under 
congressional authority, taxes paid by members of the first 
group were refunded to them and by them returned to the 
second group. Taxpayer, a member of the second group 
claimed deduction as a loss of the amount she paid as re- 
imbursement to members of the first group. It is held that 
the loss is not deductible because taxpayer was reimbursed 
for her expenditure and therefore “compensated” for the 
loss within the meaning of Sec. 23 (e), 1932 Act.—U. S. Dis 
trict Court, Western Dist. of Louisiana, in Mrs. J. K. Findley 
v. United States. Law No. 2802. 


Loss Deduction—Loss of Statutory Right—No loss is 
deductible in 1934 by reason of legislation enacted in the 
State of Washington in that year, taking away monopolistic 
rights which petitioner had enjoyed by virtue of an act of 
1921. Prior to 1934, the petitioner purchased, at a cost of 
$84,388.98, certificates of public convenience and necessity 
in order to operate a trucking system. At that time, new 
systems could not be started in the same territory so long 
as the certificate holders furnished service satisfactory to 
the State department in charge. In 1934 this monopolistic 
privilege was withdrawn on the statute books. It is held 
that destruction of the statute which granted the monopoly 
did not destroy the certificates or their value. 


Affirming Board of Tax Appeals Decision, 37 BTA 576, 
CCH 9987.—U. S. Circuit Court of Appeals, Ninth Circuit, 
in Consolidated Freight Lines, Inc. v. Commissioner of Internal 
Revenue. No. 8902. 


Mandamus—Decision on Reopened Refund Claim.—Tax- 
payer’s claim for refund of 1919 taxes was rejected before 
consideration of its protest, which it had been given an 
opportunity to file before final action would be taken on the 
refund claim. Thereafter, a succeeding Commissioner re- 
considered the refund claim but refused to make a decision 
on the merits, contending that a refund was barred under 
Sec. 608, 1928 Act. The Court holds that taxpayer is en- 
titled to an order directing the Commissioner to make a 
determination on the merits of the refund claim, without 
regard to Sec. 608 of the 1928 Act, and further directing 
the Commissioner to furnish taxpayer with a notice of his 
final determination of the claim on its merits.—U. S. District 
Court, Dist. of Columbia, in United States ex rel. Botany 
Worsted Mills v. Guy T. Helvering, Commissioner of Internal 
Revenue. Law No. 82441, January Term, 1939. 


Real Estate Sale—Gain—Year of Taxability—Taxpayer 
sold real estate in 1924 on the installment basis to a wholly 
controlled corporation. He received four notes due in four, 
five, six, and seven years. No payments in cash were made 
on the notes. In 1933, the amount owing on the notes was 
applied against taxpayer’s debt to the corporation. It is 
held that taxpayer, on the cash basis, realized the gain in 
1933, not in the respective years when the notes matured 
even though taxpayer was indebted to the corporation in 
those years. 


Affirming Board of Tax Appeals memorandum decision, 
reported as CCH Dec. 10,420-D.—U. S. Circuit Court of 
Appeals, Fifth Circuit, in William J. Bailey and Susa C. Bailey 
v. Commissioner of Internal Revenue. No. 9016. 


Refund Erroneous—U. §. Suit to Recover—Waiver.—On 
authority of Helvering v. Newport Co., 4 ustc § 1241, 291 U. S. 
485, holding that waivers executed after the statutory period 
were valid under the 1926 Act, the Court enters judgment 
for the United States in a suit for recovery of an erroneous 
refund and for interest under Sec. 803 of the 1936 Act, which 
amended Sec. 610 of the 1928 Act. The Court is of the opinion 
that the interest is inequitable, the United States having made 
the refund voluntarily, and recommends its remission if pos- 
sible.—U. S. District Court, Eastern Dist. of Michigan, Southern 
Division, in United States v. Max Blumberg. No. 11071. 


Refunds — Amended Claim — Timeliness.—In an earlier 
opinion, the Court allowed taxpayer’s amended claim for 
refund to the extent that the labor costs in its closing in- 
ventory for 1918 were overstated, but denied as untimely 
that part of the claim which related to cost of materials. 
Motion for a new trial alleging errors in the findings of 
fact is overruled where a re-examination of the evidence 
confirms the Court’s former conclusion that there was noth- 
ing in a request for reconsideration of taxpayer’s first claim 
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which would apprise the Commissioner that a reconsidera- 
tion of cost of materials generally was being requested. 
See prior decision of Court of Claims, 25 Fed. Supp. 102, 
reported at 38-2 ustc § 9570.—U. S. Court of Claims in The 
Winchester Manufacturing Company v. United States. No. 42518. 


Reorganization—Year Gain Taxable.—In order to separate 
taxpayer’s interest in a corporation from the corporation 
it was agreed that assets in proportion to his stock owner- 
ship be transferred to a new corporation. Stock in the latter 
was delivered to the first corporation in exchange for the 
assets in 1928. Taxpayer managed the stores transferred 
to the new corporation. Owing to valuation questions, set- 
tlement of which was made in 1931, taxpayer did not receive 
the new stock until that year when he surrendered his old 
stock. Taxpayer contended that there was no gain on the 
exchange of stocks because there was a reorganization, and, 
in the alternative, that if gain is recognized it was not 
realized until 1931. The court holds that to determine 
whether there was a reorganization by reason of control 
in the transferor, the status must be determined by the situa- 
tion existing at the time of completion of the plan and that 
the plan was not complete until taxpayer received his stock. 
Therefore, at the completion of the plan the transferor of 
the assets was not in control of the transferee and there 
was no reorganization. It is held, further, that the gain 
was realized in 1931 when taxpayer received the stock, and 
not in 1928. 

Reversing Board of Tax Appeals decision, 37 BTA 365, 
CCH Dec. 9954.—U. S. Circuit Court of Appeals, Ninth Cir- 
cuit, in Paul L. Case v. Commissioner of Internal Revenue. No. 
8945. 


Reorganization Plan—Sale by Sole Stockholders—Gain 
Realized.—In 1931, Corporation I, under an agreement to 
transfer its assets to Corporation W for cash and long-term 
securities, first increased its capital stock, payment for which 
was made in property conveyed to I by taxpayer and his 
wife, the sole stockholders. 1 dissolved after all of its assets 
were transferred to W. It is held that that part of the 
plan involving the transfer between I and W was a non- 
taxable reorganization, but the taxpayer’s transfer of prop- 
erty to I was simply a sale by him, the gain thereon being 
taxable. 

Reversing, in part, District Court decision.—U. S. Circuit 
Court of Appeals, Fifth Circuit, in Frank Scofield, U. S. Col- 
lector of Internal Revenue, First Dist. of Texas v. V. L. Le 
Tulle. No. 8948. 


Reorganization under 1928 Act—Amount of Gain Where 
Stock Exchanged for Stock and Cash.—Where by a con- 
tract between a corporation and the stockholders of another 
corporation, the first acquired all the stock of the second 
for stock and cash, there was a reorganization under the 
1928 Act, the gain realized by the stockholders receiving 
stock and cash being taxable only to the extent of the cash 
received. Taxpayer’s contention that there were two ex- 
changes of stock, one for stock, and one for cash, is without 
merit. 

Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 9589-B, handed down pursuant to reversal by 
Sixth Circuit, 36-2 ustc § 9324, 84 Fed. (2d) 415, of 29 BTA 
1061, CCH Dec. 8414.—U. S. Circuit Court of Appeals, Sixth 
Circuit, in A. L. Miller v. Commissioner of Internal Revenue. 
Mrs. Ida W. Hawk, Exrx., Estate of Henry C. Hawk, Deceased 
v. Commissioner of Internal Revenue. 


Salaries v. Dividends.—Bonuses paid in 1934, 1935, and 
1936 by taxpayer corporation to its officers are held to have 
been dividends and not deductible salaries. The bonuses 
were paid in addition to the regular salaries paid to these 
officers. Although, when added to the regular salaries, the 
total of salary and bonuses would not exceed reasonable 
compensation, the evidence shows that the bonus payments 
were made on the basis of stock holdings, and that no divi- 
dends were declared or paid for the years in question except 
a 4 per cent dividend in 1936.—U. S. District Court, Western 
Dist. of Kentucky, Louisville, in Bridges-Smith Company wv 
Seldon R. Glenn, Collector, etc. No. 2308. 


Stamp Tax on Bond Transfers—Certificates of Insolvent 
Banks.—So-called “certificates of indebtedness” issued by 
a trust company to depositors for their restricted deposits 
were not “known generally as corporate securities” and 
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were not subject to stamp tax under Sch. A-9 of the 1926 
Act, as amended, when they were transferred. The Court 
holds, further, that the Act of March 1, 1879, as amended, 
relating to taxation of insolvent banks protected taxpayer, 
a depositor, from imposition of the tax.—U. S. District Court, 
Dist. of Maryland, in Consolidated Gas, Electric Light & 
Power Company of Baltimore v. United States. Law No. 6464. 


Stamp Tax on Foreign Insurance Policies.—No stamp tax 
on foreign insurance policy premiums under Schedule A-7 
was due where a New York corporation engaged in import 
ing merchandise from the Soviet Republic insured its mer- 
chandise against the usual risks of an ocean voyage witli 
the State Insurance Department of the Soviet Republic. 
Liability of the insurer ceased at the port of destination 
from the moment of the discharge of the cargo. The time 
within which the shipments were within the United States 
while so insured (while the vessel was within the three-mile 
limit) was so trifling a portion of the voyage as not to affect 
the conclusion. 

Reversing District Court decision, 23 Fed. (2d) 715, re- 
ported at 38-2 ustc J 9315.—U. S. Circuit Court of Appeals, 
Second Circuit, in Amtorg Trading Corporation v. United 
States. 


Stamp Tax on Produce Futures.—Series of transactions 
on the Chicago Board of Trade known as accommodation 
trades or position loans were subject to stamp tax under 
Section 800, Schedule A-4, of the Revenue Act of 1926, the 
Supreme Court, in Dupont v. U. S., 300 U. S. 150, 37-1 ustc 
{ 9082, having held that the tax is imposed upon the use 
of facilities offered at exchanges. It is immaterial whether 
or not the transaction constituted a sale. 

Affirming District Court decision, reported at 38-2 ustc 
7 9433—U. S. Circuit Court of Appeals, Seventh Circuit, in 
F. S. Lewis & Co., Fred Uhlmann and Jack A. Benjamin, Co- 
Partners, Doing Business as Uhlmann & Benjamin, Uhlmann 
Grain Co., Stratton Grain Co., John L. Nairn, Trustee, etc., 
and Continental Grain Co. v. United States. No. 6750, October 
Term, 1938. 


Stamp Tax on Stock Issues.—Stamp tax was properly im- 
posed on an issue (in 1928) by a corporation of 1,200,000 
shares without nominal or par value in exchange for out- 
standing stock of 240,000 shares of a par value of $25 per 
share, where the exchange was accompanied by an increase 
in capital through a transfer thereto of $30,000,000 surplus 
from appreciation of assets as the result of an appraisal. 

Affirming District Court decision reported at 38-2 ustc 
§ 9450.—U. S. Circuit Court of Appeals, Ninth Circuit, in Rio 
Grande Oil Company v. Galen H. Welch, Former Collector of 
Internal Revenue, Sixth Collection Dist. of California. No. 8990. 


Stamp Tax on Stock Issues—Par or No Par Value.—In- 
vestment trust certificates were sold to the public for a 
single payment in full or for a down payment of $10 and 
119 future monthly payments of $10 each, making a total 
of $1,200. It is held that the certificates had a par value, 
and that the tax should be computed on that basis under 
Sch. A-1 of the 1926 Act on a par value of $1,200. The Court 
overrules the contention that each installment payment was 
a new issue and that a separate tax attached each time a 
payment was made. Investment expenses paid in connection 
with the certificates by the bank which invested the proceeds 
from their sale did not diminish the par value of the certificates. 

Reversing District Court, 38-1 ustc § 9063, 22 Fed. Supp. 
366, and 37-1 ustc 9133, 18 Fed. Supp. 475.—U. S. Circuit 
Court of Appeals, Second Circuit, in Empire Trust Company, 
Trustee v. James J. Hoey, Collector of Internal Revenue, Sec- 
ond Dist. of New York. 


Stamp Tax on Stock Transfers.—The trustees named in 
a depository agreement had authority to receive certificates 
of stock in a new corporation resulting from a consolidation. 
Where the trustees directed the new corporation to issue 
shares to the stockholders who were entitled thereto under 
Missouri law, taxable transfers under Schedule A-3 of the 
1926 Act occurred. 

Reversing District Court decision reported at 37-2 ust 
{| 9611.—U. S. Circuit Court of Appeals, Eighth Circuit, in 
Louis J. Becker, Collector of Internal Revenue v. Bank of Con 
merce Liquidating Company. No. 11,314, March Term, 193°. 


Stamp Tax on Stock Transfers—Trust Business Sold.— 
Stamp tax did not attach to the transfer of stocks as the 
result of a sale by a bank of its trust department to another 
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bank which took over the trusts held by the selling bank. 
The transfer, under California law, was a transfer by opera- 
tion of law and was exempt under Art. 35 (h), Reg. 71. 


Affirming District Court decision reported at 38-1 ustc 
£9150.—U. S. Circuit Court of Appeals, Ninth Circuit, in 
United States of America v. Merchants’ National Trust and 
Savings Bank. No. 8849. 


Stamp Tax on Stock Transfers—Voting Trusts.—In con- 
nection with an exchange of stocks of two corporations, the 
stocks of both were placed with depositaries, without in- 
dorsement of transfers on the respective books of either 
corporation, to be held in voting trusts for a period of ten 
years. Voting trust certificates in the name of the individual 
stockholders were issued in lieu of the stock, and were 
transferable on the books of the stock depositaries. 

Appellant contends that under the law of Ohio, the trus- 
tees did not receive legal title nor the right thereto but 
received only the custody of the certificates representing 
the interest of the stockholders in the corporation for the 
limited purpose of protecting the voting rights conferred. 
The Court holds, however, that a legal interest having been 
created by the transfer of the shares to the voting trusts, 
such transfer was taxable. 

Affirming District Court decision—U. S. Circuit Court of 
Appeals, Sixth Circuit, in The Cliffs Corporation v. United 
States. No. 8083. 


Statute of Limitations—Waivers.—Taxes for 1917 were 
collected within the time as extended by waivers, and plain- 
tiff is denied recovery on the ground that collection was 
made after expiration of the statute of limitations. The 
Court construes the waivers as applying to the 1917 taxes 
which had already been assessed and not, as contended by 
the plaintiff, to taxes to be assessed in the future.—U. S. 
District Court, Dist. of Massachusetts, in Charlton Woolen 
Company v. Thomas W. ’hite, Former Collector of Internal 
Revenue. Law No. 3270. 


Stock Sales—Loss—Whether Sale or Gift—Taxpayer did 
not sustain deductible losses in 1932 and 1933 as the result 
of sales of stocks in those years. He arranged to have them 
sold at auction and his son purchased them. Thereafter tax- 
payer gave his son checks for the amount expended by him 
in purchasing the stocks at auction. The court holds there 
was a gift of the stocks to the son and not an actual sale. 
—U. S. District Court, Dist. of New Hampshire, in Frank 
P. Carpenter v. Peter M. Gagne, Collector of Internal Revenue. 


Taxes Paid by Another after Expiration of Statutory 
Period.—As part of A Corporation’s obligations in connec- 
tion with the purchase of the assets of D, successor to M, 
A paid an assessment against M. Plaintiffs, as receivers for 
D, are held not proper parties to a suit for refund where 
no assessment was made against D, and the tax was paid 
by another. Recovery is further denied because of section 
611 of the 1928 Act, which prohibits refund of taxes col- 
lected after the statutory period, where collection was stayed 
by claim in abatement.—U. S. District Court, Eastern Dist. 
of Michigan, Southern Division, in Thomas M. Keith, as 
Domiciliary Receiver, and Gordon Stoner, as Ancillary Recewver, 
for Detroit Pressed Steel Company (Del.), Successor to Detroit 
Pressed Steel Company (Mich.) v. Fred L. Woodworth, Indi- 
vidually and as Collector of Internal Revenue, First Dist. of 
Michigan. No. 10,879. 


Temporary Partnership — Taxability as Association. — 
Where a partnership was dissolved on February 15, 1919, at 
which time plans for an association were commenced and 
where such plans were not completed until August 22, 1919, 
interim business, conducted by a temporary partnership, is 
held to have been carried on in trust for the association 
when finally completed and the organization is taxable as 
an association from February 15, 1919 to the end of the 
calendar year. 


Affirming District Court, 38-2 ustc .9493.—U. S. Circuit 
Court of Appeals, Fifth Circuit, in Vaughan Lumber Company 

Wiliam M. i "elch, Former Collector of Internal Revenue. 
No. 3439, October Term, 1938. 


Transferee’s Liability—Sale of Stock.—Where stockhold- 
ers agreed to sell their stock and placed it in escrow, later 
receiving payment from the proceeds of a loan made by 
the new corporation which ultimately acquired the assets 
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of the corporation whose stock was sold, the selling stock- 
holders were not transferees, although at the request of 
agents of the new corporation they approved a resolution 
ratifying the action of the directors of their corporation in 
conveying its assets to the new corporation. Their action 
in so doing was in the capacity of proxies or agents of per- 
sons who had the right to vote the stock. Since their stock 
was sold before the assets were transferred, they were not 
stockholders at the time of its dissolution and therefore 
not transferees. 


Affirming Board of Tax Appeals, 34 BTA 540, CCH Dec. 
9403.—U. S. Circuit Court of Appeals, Sixth Circuit, in Com- 
missioner of Internal Revenue v. Southern Bell Telephone & 
Telegraph Company. Commissioner of Internal Revenue v. 
IW. R. Springate, Exr., and Irene Dorner, Exrx., Estate of 
Karoline E. Gund. Nos. 7699 and 7704. 


Board of Tax Appeals 


Association v. Tenancy in Common—Distributors of Oil 
Proceeds.— Where the petitioners were tenants in common 
of undivided fractional interests of a one-half of seven-eighths 
interest in an oil and gas lease, and the oil well on the lease 
was drilled and operated by a ‘Texas corporation which owned 
the other one-half interest in the seven-eighths interest in the 
lease, and the proceeds from the oil runs from the lease were 
paid, one-half of seven-eighths to the corporation and one- 
half of seven-eighths to the petitioners, and where petition- 
ers’ activities were confined to collecting this latter one-half 
of the oil runs and in distributing it ratably to the 
owners thereof less certain expenses, such activities do not 
constitute petitioners an association taxable as a corporation 
in 1934 and 1935.—Joe Utay et al., W. F. Reynolds, Trustee v. 
Commissioner, Decision 10,654-B [CCH]; Docket 91302. Memo- 


randum opinion. 


Bond Coupons Given Away before Maturity—Tax Status. 
—The owner of foreign state, municipal, and industrial coupon 
bonds, clipped therefrom and delivered before maturity to an- 
other, as a gift, negotiable interest coupons having a maturity 
within the taxable year. Payments were received on the coupons 
by the donee within the taxable year (1934 and 1935). The 
donor was the owner of the bonds throughout the taxable 
year and kept his books and made his income tax returns on 
the cash basis. It is held that the amounts received by the 
donee on the coupons were taxable income to the donor. 
The Board adheres to its own decision in Rosenwald, 12 BTA 
350, CCH Dec. 4038, declining to follow the Seventh Circuit’s 
reversal of that decision—Paul R. G. Horst v. Commissioner, 
Decision 10,664 [CCH]; Dockets 90819, 93220. 39 BTA —, 
No. 102. 


Capital Loss—1934 Act—Property Conveyed for Release 
from Mortgage Indebtedness.—Petitioner purchased certain 
realty in 1928 and as part of the purchase price assumed a 
mortgage indebtedness against the property. In 1935 peti- 
tioner was in arrears as to the principal and interest on the 
mortgage notes, and in order to prevent the threatened fore- 
closure he conveyed the mortgaged property and other un- 
encumbered property to the mortgagees in consideration for 
his release from the liability for the mortgage indebtedness. 
It is held that the properties conveyed in the transaction were 
capital assets, and, following Rogers et al., 37 BTA 897, CCH 
Dec. 10,033, that the transaction was a sale of capital assets, the 
loss from which is subject to the limitation of Sec. 117 (d), 
1934 Act.—David Pender and Mellie W. Pender v. Commis- 
sioner, Decision 16,666-C [CCH]; Docket 92337. Memo- 


randum opinion. 


Compensation for Professional Services—When Income. 
—Taxpayer was engaged as attorney for the bank examiner 
of Utah in liquidating or reorganizing a building and loan 
association. The fee was determined to be $25,000. Of this 
amount $7,000 represented fees still to be earned in connec 
tion with foreclosure suits which could not be completed 
until 1935. Taxpayer was paid the full amount and set aside 
$7,000 in a separate trust fund in 1934 of which, in that year, 
he reported $2,000 as income for services chargeable against 
the fund. The Commissioner contended that the full $7,000 
set aside in 1934 was income for that year. It is held that the 
$5,000 was impressed with a trust in 1934 which prevented 
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taxpayer (who was on the cash basis) from receiving it and 
enjoying it as his own, and that such sum was not income 
for 1934.—H. L. Mulliner v. Commissioner, Decision 10,677-B 
[CCH]; Docket 92633. Memorandum opinion. 


Interest on Dividends.—The petitioner issued its preferred 
stock to the vendors of assets acquired at the time of or- 
ganization. Essential conditions in the purchase agreements, 
without which the vendors would not have sold, bound peti- 
tioner to pay quarterly dividends on the shares so issued, and 
to redeem all shares for cash at par, in fixed numbers at spec- 
ified dates. It is held that the preferred stock shares issued 
in these circumstances constituted evidences of debt, and the 
so-called dividends paid or accrued under these terms 
amounted to interest on indebtedness within section 23 (b), 
Revenue Act of 1934. Commissioner v. Proctor Shop, Inc., 36-1 
ustc § 9203, 82 Fed. (2d) 792, affirming 30 BTA 721. The 
Board adheres to its previous decision, 37 BTA 530, CCH Dec. 
9980, but modifies its findings of fact—Palmer Stacy-Merrill, 


Inc. v. Commissioner, Decision 10,627 [CCH]; Docket 87997. 
39 BTA —, No. 83. 


Interest on Non-Maturing Debentures—Deductibility.— 
Non-maturing debentures issued by the petitioner, on the 
evidence, are held to be evidences of indebtedness, the inter- 
est on which is deductible for the taxable years 1932-1934. 

Kern dissents without opinion. Disney dissents, with opin- 
ion to the effect that the relation of debtor and creditor is 
lacking because of the lack of a definite time of maturity, 
his discussion being principally devoted, however, to the fact 
that payment of interest is limited by being payable only from 
profits. Sternhagen and Harron agree with this dissent.— 
Schmoll Fils Associated, Inc. v. Commissioner, Decision 10,592 
[CCH]; Dockets 87536, 88000. 39 BTA —, No. 50. 


Lessee’s Improvements Not Income to Lessor upon 
Termination of Lease.—Petitioner owned an undivided one- 
half interest in real estate, the lessees of which made certain 
additions and improvements thereon which upon completion 
became the property of the lessor. Following Blatt Co. v. 
U. S., 394 CCH $9155, 305 U. S. 267 and Merkra Holding Co., 
Inc., 393 CCH ¥ 7163, CCH Dec. 10,563, 39 BTA —, No. 19, it 
is held that petitioner as one of the lessors did not realize as 
income upon the termination of the leases in 1934, 1935, and 
1936, an aliquot part of the depreciated value of the improve- 
ments.—Johanna K. W. Hailman v. Commissioner, Decision 
10,676-A [CCH]; Docket 91994. Memorandum opinion. 


Lessor’s Income from Lessee’s Improvements.—Petitioner 
owned certain real estate in Utah which it leased for a term 
of 50 years. In addition to paying the agreed rental, the 
lessee agreed to construct a building at a cost of not less 
than $35,000. In 1933 the lessee went into the hands of 
receivers who disaffirmed the lease and delivered the property 
to the petitioner. Following Blatt Co. v. U. S., 394 CCH 
79155, 305 U. S. 267, it is held that petitioner realized no 
taxable income in 1933, as rental or otherwise upon the 
acquisition of possession of the leased premises and improve- 
ments thereon.—The Hills Corporation v. Commissioner, Deci- 
sion 10,652-A [CCH]; Docket 87373. Memorandum opinion. 


Loans — Payment with Stock. — The petitioner had bor- 
rowed money from several building and loan associations 
and had executed mortgages to them as security for such 
loans. He purchased stock of those building and loan as- 
sociations at less than its face value, and applied it, at its 
face value, to partial liquidations of the loans. The record 
does not reveal that petitioner was insolvent. It is held that 
petitioner realized income from the transactions, following 
U. S. v. Kirby Lumber Co., 2 ustc J 814, 284 U. S.1. That case 
does not support the contention that no income is realized where 
there has been a shrinkage in the value of the assets acquired 
equal to or greater than the amount required to discharge the 
obligation—William Levitt v. Commissioner, Decision 10,554-B 
[CCH]; Docket 82747. Memorandum opinion. 


Loss on Real Estate—Voluntary Default of Mortgage— 
Condemnation Award—Computation of Gain.—Petitioner 
took a a second mortgage on a 99-year ground leasehold as 
security for loans made by him, and in 1928 foreclosed his 
mortgage because of nonpayment of principal and interest 
on the first mortgage and ground rent due, and had the title 
transferred to the name of his nominee. In 1931, he volun- 
tarily elected to put no more money into the property, and 
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in 1932, all right, title, and interest of petitioner and his nomi- 
nee were vacated and set aside, and in his return for 193] 
he claimed deduction for loss of his investment. From the 
opinion: “The deduction for loss in 1931 in respect of the 
Los Angeles loan can not be upheld because in that year 
nothing definitive occurred to demonstrate that a loss had been 
sustained. A deductible loss is determinable by ‘identifiable 
events,’ United States v. S. S. White Dental Manufacturing Co., 
274 U. S. 398, 6 A. F. T. R. 6750 [1 ustc 7 235], and a tax- 
payer’s personal belief or determination does not satisfy the 
statute or have the significance it might have if the bad debt 
provision were in question. Spring City Foundry Co. v. Com- 
missioner, 292 U. S. 182, 13 A. F. T. R. 1164 [4 uste § 1276]. 
The evidence shows that throughout 1931 petitioner could still 
cure his defaults and retain his investment. 1931 is the only year 
now in question, The Commissioner’s disallowance of the deduc- 


tion is sustained.”—Max Schoolman v. Commissioner, Decision 
10,592-A [CCH]; Docket 81147. 


Oil Lease Development by Agent—Whether Association 
Taxable as Corporation.—Where the petitioners, as tenants 
in common of undivided interests in an oil and gas lease, ar- 
ranged for the development and management of their prop- 
erty through separate, individual agreements with a common 
agent whose powers and authority were expressly delegated 
and fixed in advance by such separate agreements, it is held 
that the petitioners did not constitute associations taxable as 
corporations in 1932 and 1933.—C. A. Everts et al. v. Commis- 
sioner, Decision 10,603-A [CCH]; Dockets 82990-82992, 82994, 
82996-82997, 83001-83010, 83012-83015, 83017. Memorandum 


Opinion. 


Bureau of Internal Revenue 


Installment Obligations—Gain or Loss.—Where a taxpayer 
in 1937 transmitted by gift to his wife a one-half interest in 
his business, including unrealized profit on installment ac- 
counts receivable, and the other one-half to a partnership 
then formed by him and his wife, gain or loss resulted to 
him upon both dispositions. 


Although the partnership has elected to report its income 
from sales on the installment basis, it is not required to 
include in its income for 1937 or subsequent years collections 
received by it on account of sales or other dispositions made 
by the taxpayer as an individual.—I. T. 3293, 1939-26-9891 (p. 6). 


Mexican Taxes—Credit Disallowed—The tax imposed 
under articles 20 and 21 of the Mexican law, “Ley del 
Impuesto sobre la Renta” is not an income tax, and credit 
therefor is not allowable under section 131 of the Revenue 
Act of 1938. The amount of such tax, however, is allow- 


able as a deduction under section 23(c) of that Act.—I. T. 
3288, 1939-24-9872 (p. 5). 


Personal Holding Companies—Surtax.—Where, pursuant 
to section 351(d) of the Revenue Act of 1934, the share- 
holders of the M Corporation included in their returns for 
the calendar year 1935 their pro rata shares of its adjusted 
net income for that year, the amount of such adjusted net 
income, to the extent of the earnings and profits for the year 
1935, is exempt from tax when distributed to the share- 
holders, provided the earnings and profits of subsequent years 
have first been distributed.—J. T. 3295, 1939-27-9901 (p. 5). 


Withholding Tax at Source.—Where a Canadian citizen is 
actually residing in England and has no address in Canada, a 
withholding agent should, in accordance with the provisions 
of section 143(b) of the Revenue Act of 1938, withhold in- 
come tax at the rate of 10 per cent, instead of 5 per cent, 
from a dividend payment upon stock of a domestic corpora- 
tion.—I, T. 3291, 1939-25-9881 (p. 5). 


* * * 


Where books are sold exclusively in the Philippine Islands 
under a Philippine copyright, the royalties paid thereon to A, 
a nonresident alien, by the M Company, a domestic corpora- 
tion, are income from sources without the United States and 
are not subject to withholding even though the books are 
printed in the United States.—/. T. 3296, 1939-28-9908 (p. 2). 
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